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TAX FORMULA FOR LIFE INSURANCE COMPANIES 


TUESDAY, MARCH 3, 1959 


U.S. Senate, 
CoMMITTEE ON FINANCE, 


Washington, D.C. 


The committee met, pursuant to call, at 10:20 a.m., in room 2221, 
New Senate Office Building, Senator Harry Flood Byrd (chairman) 
presiding. 

Present: Senator Byrd, Kerr, Frear, Long, Smathers, Anderson, 
Douglas, Gore, Talmadge, McCarthy, Hartke, Williams, Carlson, 
Bennett, Butler, Cotton, and Curtis. 

Also present : Elizabeth B. Springer, chief clerk. 

Colin F. Stam, chief of staff, Joint Committee on Internal Revenue 


Taxation. 
The Cuarrman. The committee will come to order. 
The purpose of this meeting is for consideration of H.R. 4245, the 
life insurance tax formula bill. 
I submit for the record a brief analyses of the pending legislation. 
(The brief analyses of H.R. 4245 is as follows:) 


Brier ANALYSIS OF H.R. 4245 
GENERAL TAX STRUCTURE PROVIDED FOR LIFE INSURANCE COMPANIES BY H.R. 4245 


The bill imposes the regular 52-percent corporate income tax (30 percent on 
the first $25,000) on what is defined as “life insurance company taxable income.” 
This is composed of three parts : Taxable investment income; one-half of the cur- 
rent underwriting income; and the other half of underwriting income when it is 
distributed to shareholders or made available to them. In addition a flat 25-per- 
cent tax is imposed on capital gains. 


Step 1—Tazable investment income 


Taxable investment income consists of interest, dividends, rents and other 
forms of investment income, less investment expenses, a special deduction for 
small business equal to 5 percent of net investment income (up to a maximum of 
$25,000), a deduction for investment income earned on pension plan reserves and 
a deduction for interest paid. However, the principal deduction is that for in- 
vestment income needed with respect to life insurance reserves. This deduction 
involves the determination of an interest rate to be applied to a company’s life 
insurance reserves. The interest rate provided by this bill is halfway between 
the actual earnings rate of the company and the rate it assumed in computing its 
own reserves (or the industry average assumed rate for the prior year, if 
higher). This deduction rate is then applied to the company’s own reserves, 
after these reserves are adjusted to reflect the level they would have been at had 
this deduction rate been used in prior years. 

Step 2—One-half of underwriting gain (or whole loss) 

Under step 2 the life insurance company first determines its overall gain or 
loss from operations and then its step 1 tax base is deducted from this figure. 
The result is underwriting gain or loss. The gain from operations take into ac- 
count both premium income and investment income. Deductions against this 
are allowed for claims paid to policyholders and beneficiaries, operating expenses, 


1 
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investment expenses, and additions made during the year to life insurance re 
serves. In addition, deductions are allowed for dividends paid to policyho} 
an amount equal to 10 percent of the additions to life insurance reserves wig, 
respect to nonparticipating insurance and an amount equal to 2 percent of 
mium income from group insurance business (subject to certain restrictions), 
If the gain from operations less taxable investment income results in an under. 
writing gain, one-half of this amount is added to the tax base determined 
step 1. If the result is an underwriting loss the entire loss (but reduced fo 
policyholder dividends and the 10 percent and 2 percent deductions referred ty 
above) reduces the tax base otherwise determined under step 1. 


Step 8—Taz on portion of underwriting income not previously tawved at time of 
distribution or when made available to stockholders 
Under step 3 provision is made for taxing the half of the underwriting gain not 
taxed under step 2. It is included in the company’s tax base at the time it jg 
distributed to stockholders, or made available to them, or to the extent the 
amount so accumulated over a period of years exceeds 25 percent of life ingyp. 
ance reserves or 60 percent of the net premiums for the taxable year. 


(The text of the bill as passed by the House of Representatives 


follows :) 
[H.R. 4245, 86th Cong., Ist sess. ] 


AN ACT Relating to the taxation of the income of life insurance companies 


Be it enacted by the Senate and House of Representatives of the United Btates 
of America in Congress assembled, 


SECTION 1. SHORT TITLE. 


This Act may be cited as the “Life Insurance Company Income Tax Act of 
1959”. 


SEC. 2. REVISION OF PART I OF SUBCHAPTER L. 


(a) Part I of subchapter L of chapter 1 of the Internal Revenue Code of 194 
(relating to life insurance companies) is amended to read as follows: 


“PART I—LIFE INSURANCE COMPANIES 


“Subpart A. Definition; tax imposed. 
“Subpart B. Investment income. 

“Subpart C. Gain and loss from operations. 
“Subpart D. Distributions to shareholders. 
“Subpart E. Miscellaneous provisions. 


“Subpart A—Definition; Tax Imposed 


“See. 801. Definition of life insurance company. 
“Sec. 802. Tax imposed. 


“SEC. 801. DEFINITION OF LIFE INSURANCE COMPANY. 


(a) Lire INsuRANcCE Company DeFrinep.—For purposes of this subtitle, th 
term ‘life insurance company’ means an insurance company which is engaged ia 
the business of issuing life insurance and annuity contracts (either separatdy 
or combined with health and accident insurance), or noncancellable contracts ¢ 
health and accident insurance, if— 

“(1) its life insurance reserves (as defined in subsection (b)), plus 

“(2) unearned premiums, and unpaid losses (whether or not ascertained), 
on noncancellable life, health, or accident policies not included in life insur 
ance reserves, 


comprise more than 50 percent of its total reserves (as defined in subsection 
(e)). 
“(b) Lire Insurance Reserves Derinep.— 
“(1) IN GENERAL.—For purposes of this part, the term ‘life insuraneé 
reserves’ means amounts— 

“(A) which are computed or estimated on the basis of recognize 
mortality or morbidity tables and assumed rates of interest, and 

“(B) which are set aside to mature or liquidate, either by paymett 

or reinsurance, future unaccrued claims arising from life insurant, 

annuity, and noncancellable health and accident insurance contract 

(including life insurance or annuity contracts combined with nonea® 
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cellable health and accident insurance) involving, at the time with re- 
spect to which the reserve is computed, life, health, or accident con- 
tingencies. 

“(2) RESERVES MUST BE REQUIRED BY LAW.—Except— 

“(A) in the case of policies covering life, health, and accident insur- 
ance combined in one policy issued on the weekly premium payment 
plan, continuing for life and not subject to cancellation, and 

“(B) as provided in paragraph (3), 

jn addition to the requirements set forth in paragraph (1), life insurance 
reserves must be required by law. 

“(3) ASSESSMENT COMPANIES.—In the case of an assessment life insur- 
ance company or association, the term ‘life insurance reserves’ includes— 

“(A) sums actually deposited by such company or association with 
State or Territorial officers pursuant to law as guaranty or reserve 
funds, and 

“(B) any funds maintained, under the charter or articles of incor- 
poration or association (or bylaws approved by a State insurance 
commissioner) of such company or association, exclusively for the 
payment of claims arising under certificates of menbership or policies 
issued on the assessment plan and not subject to any other use. 

“(4) DEFICIENCY RESERVES EXCLUDED.—The term ‘life insurance reserves’ 
does not include deficiency reserves. For purposes of this paragraph and 
subsection (c), the term ‘deficiency reserves’ means the total present value 
of the amounts by which— 

“(A) the net premiums required for life insurance and annuity con- 
tracts, exceeds 

“(B) the actual premiums and other consideration charged for such 
contracts. 

“(5) AMOUNT OF RESERVES.—For purposes of this subsection, subsection 
(a), and subsection (c), the amount of any reserve (or portion thereof) 
for any taxable year shall be the mean of such reserve (or portion thereof) 
at the beginning and end of the taxable year. 

“(c) ToraL Reserves DEFINED.—For purposes of subsection (a), the term 
total reserves’ means— 

“(1) life insurance reserves, 

“(2) unearned premiums, and unpaid losses (whether or not ascertained), 
not included in life insurance reserves, and 

“(3) all other insurance reserves required by law. 

The term ‘total reserves’ does not include deficiency reserves (within the 
meaning of subsection (b) (4) ). 

“(d) ADJUSTMENTS IN RESERVES FOR Poticy Loans.—For purposes only of de- 
termining under subsection (a) whether or not an insurance company is a life 
insurance company, the life insurance reserves, and the total reserves, shall each 
be reduced by an amount equal to the mean of the aggregates, at the beginning 
and end of the taxable year, of the policy loans outstanding with respect to con- 
tracts for which life insurance reserves are maintained. 

“(e) GUARANTEED RENEWABLE CONTRACTS.—For purposes of this part, guar- 
anteed renewable life, health, and accident insurance shall be treated in the 
same manner as noncancellable life, health, and accident insurance. 

“(f) BuRIAL AND FuNERAL BENEFIT INSURANCE COMPANIES.—A burial or 
funeral benefit insurance company engaged directly in the manufacture of 
funeral supplies or the performance of funeral services shall not be taxable 
wider this part but shall be taxable under section 821 or section 831. 

“SEC. 802. TAX IMPOSED. 

“(a) Tax ImPposep.— 

“(1) In @eNeERAL.—A tax is hereby imposed for each taxable year begin- 
ning after December 31, 1957, on the life insurance company taxable income 
of every life insurance company. Such tax shall consist of— 

“(A) a normal tax on such income computed at the rate provided by 
section 11(b), and 

“(B) a surtax, on so much of such income as exceeds $25,000, com- 
puted at the rate provided by section 11(c). 

“(2) Tax IN CASE OF CAPITAL GAINS.—If for any taxable year beginning 
after December 31, 1958, the net long-term capital gain of any life insurance 
company exceeds the net short-term capital loss, there is hereby imposed a 
tax equal to 25 percent of such excess. 
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“(b) Lire INSURANCE CoMPANY TAXABLE INCOME DeFINED.—For purpogeg of 
this part, the term ‘life insurance company taxable income’ means the sum of_ 
“(1) the taxable investment income (as defined in section 804) or the go; 
from operations (as defined in section 809(a)), whichever is the smaller, 
“(2) if the gain from operations exceeds the taxable investment income, ap 
amount equal to 50 percent of such excess, plus 
“(3) the amount subtracted from the policyholders surplus account for the 
taxable year, as determined under section 815. 


“Subpart B—Investment Income 


“See, 804. Taxable investment income. 
“Sec. 805. Policy and other contract liability deduction. 
“Sec. 806. Change of basis in computing reserves. 


“SEC. 804. TAXABLE INVESTMENT INCOME, 


“(a) In GeneRAL.—For purposes of this part, the amount of the taxable jp. 
vestment income for any taxable year Shall be an amount (not less than Zero) 
equal to the net investment income (determined under subsection (c)), minng 
the policy and other contract liability deduction (determined under section 8), 

“(b) Gross INVESTMENT INCOME.—For purposes of this part, the term ‘grogg 
investment income’ means the sum of the following: 

(1) INTEREST, ETC.—The gross amount of income from— 

“(A) interest, dividends, rents, and royalties, 

“(B) the entering into of any lease, mortgage, or other instrument or 
agreement from which the life insurance company derives interest, 
rents, or royalties, and 

“(C) the alteration or termination of any instrument or agreement 
described in subparagraph (B). 

“(2) SHORT-TERM CAPITAL GAIN.—In the case of a taxable year beginning 
after December 31, 1958, the amount (if any) by which the net short-term 
capital gain exceeds the net long-term capital loss. 

“(3) TRADE OR BUSINESS INCOME.—The gross income from any trade or 
business (other than an insurance business) carried on by the life insurance 
company, or by a partnership of which the life insurance company is a 
partner. In computing gross income under this paragraph, there shall be 
excluded any item described in paragraph (1). 

Except as provided in paragraph (2), in computing gross investment income 
under this subsection, there shall be excluded any gain from the sale or exchange 
of a capital asset, and any gain considered as gain from the sale or exchange 
of a capital asset. 

“(c) Ner INVESTMENT INCOME Derrnep.—For purposes of this part, the term 
‘net investment income’ means the gross investment income less the following 
deductions— 

“(1) INVESTMENT EXPENSES.—Investment expenses for the taxable year. 
If any general expenses are in part assigned to or included in the investment 
expenses, the total deduction under this paragraph shall not exceed the 
sum of-—— 

“(A) one fourth of one percent of the mean of the assets (as defined 
in section 805(b)(6)) held at the beginning and end of the taxable year, 

“(B) the amount of the mortgage service fees for the taxable year, 
plus 

“(C) whichever of the following is the greater: 

“(i) one-fourth of the amount by which the investment yield 
(as defined in section 805(b)(5), but computed without any de 
duction for investment expenses allowed by this paragraph) exceeds 
3% percent of the mean of the assets (as defined in section 805(b) 
(6)) held at the beginning and end of the taxable year, reduced by 
the amount described in subparagraph (B), or 

“(ii) one-fourth of one percent of the mean of the value of 
mortgages held at the beginning and end of the taxable year for 
which there are no mortgage service fees for the taxable year. 

“(2) REAL ESTATE EXPENSES.—The amount of taxes (as provided in section 
164), and other expenses, for the taxable year exclusively on or with respect 
to the real estate owned by the company. No deduction shall be allowed 
under this paragraph for any amount paid out for new buildings, or for 
permanent improvements or betterments made to increase the value of any 
property. 
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“(3) DEpRECIATION.—The deduction allowed by section 167. The deduc- 
tion under this paragraph and paragraph (2) on account of any real estate 
owned and occupied for insurance purposes in whole or in part by a life 
insurance company shall be limited to an amount which bears the same 
ratio to such deduction (computed without regard to this sentence) as the 
rental value of the space not so occupied bears to the rental value of the 
entire property. 

“(4) DepLetion.—The deduction allowed by section 611 (relating to de- 
pletion ). 

“(5) TAX-FREE INTEREST.—The amount of interest which under section 
108 is excluded from gross income. 

“(§) PARTIALLY TAX-EXEMPT INTEREST.—lIn lieu of the deduction allowed 
py section 242 (relating to deduction for partilly tax-exempt interest), 
a deduction in an amount which bears the same ratio to the amount allow- 
able under such section as— 

“(A) the normal tax rate for the taxable year prescribed by section 
11, bears to 

“(B) the sum of the normal tax rate and the surtax rate for the 
taxable year prescribed by section 11. 

“(7) DIVIDENDS RECEIVED.—The deductions allowed by sections 248, 244, 
and 245. 

“(8) TRADE OR BUSINESS DEDUCTIONS.—The deductions allowed by this 
subtitle (without regard to this part) which are attributable to any trade 
or business (other than an insurance business) carried on by the life insur- 
ance company, or by a partnership of which the life insurance company is a 
partner; except that in computing the deduction under this paragraph— 

(A) There shall be excluded losses— 

“(i) from (or considered as from) sales or exchanges of capital 
assets, 

“ii) from sales or exchanges of property used in the trade or 
business (as defined in section 1231(b)), and 

“(iii) from the compulsory or involuntary conversion (as a result 
of destruction, in whole or in part, theft or seizure, or an exercise 
of the power of requisition or condemnation or the threat or immi- 
nence thereof) of property used in the trade or business (as so 
defined). 

“(B) Any item, to the extent attributable to the carrying on of the 
insurance business, shall not be taken into account. 

“(C) The deduction for net operating losses provided in section 172, 
and the special deductions for corporations provided in part VIII of 
subchapter B, shall not be allowed. 

“(9) SMALL BUSINESS DEDUCTION.—An amount equal to 5 percent of the 
net investment income for the taxable year (computed without regard to 
this paragraph). 'The deduction under this paragraph shall not exceed 
25,000. 

“SEC. 805. POLICY AND OTHER CONTRACT LIABILITY DEDUCTION, 
“(a) IN GENERAL.—For purposes of this part, the term ‘policy and other 
contract liability deduction’ means the sum of— 

“(1) the deduction for the investment yield on adjusted life insurance 
reserves, 

“(2) the deduction for the investment yield on pension plan reserves, 
and 

“(3) the deduction for interest paid, 

reduced by the adjustment provided in subsection (e). 
“(b) DepucTION FOR INVESTMENT YIELD ON ApDJsUSTED Lire INSURANCE RE- 
sERVES.— 

“(1) In GENERAL.—For purposes of this part, the deduction for the invest- 
ment yield on adjusted life insurance reserves is the amount determined by 
multiplying— 

“(A) the adjusted life insurance reserves, by 

“(B) the deduction rate. 

(2) DEDUCTION RATE.—For purposes of this part, the deduction rate for 
any taxable year is the amount ascertained by dividing by 2 the sum of— 
“(A) whichever of the following percentages is the higher— 

“(ji) the average rate of interest assumed by the taxpayer in 
calculating life insurance reserves (other than pension plan re- 
serves), or 
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“(ii) a percentage for such year to be determined and proclaimed 
by the Secretary or his delegate for the life insurance indus 
the average rate of interest assumed in calculating life insurance 
reserves (other than pension plan reserves), plus 

“(B) the investment yield rate (as defined in subsection (e) (1)) 

The percentage determined and proclaimed by the Secretary or his 
under subparagraph (A) (ii) shall be based on such data with respect to life 
insurance companies for the preceding taxable year as the Secretary or his 
delegate considers representative. If the percentage determined under sub- 
paragraph (A) exceeds the investment yield rate, the deduction rate for 
the taxable year is the investment yield rate. 

“(3) ADJUSTED LIFE INSURANCE RESERVES.—For purposes of this part, the 
term ‘adjusted life insurance reserves’ means— 

“(A) the mean of the life insurance reserves (as defined in section 
801(b)), other than pension plan reserves, at the beginning and end of 
the taxable year, multiplied by 

“(B) that percentage which equals 100 percent— 

“(i) increased by that percentage which is 10 times the average 
rate of interest assumed by the taxpayer in calculating such re 
serves, and 

“(ii) reduced by that percentage which is 10 times the deduce 
tion rate. 

“(4) AVERAGE INTEREST RATE ASSUMED.—For purposes of this part, the 
average rate of interest assumed in calculating reserves shall be computed— 

“(A) by multiplying each assumed rate of interest by the means of 
the amounts of such reserves computed at that rate at the beginning 
and end of the taxable year, and 

“(B) by dividing (i) the sum of the products ascertained under 
subparagraph (A), by (ii) the mean of the total of such reserves at 
the beginning and end of the taxable year. 

“(5) INVESTMENT YIELD.—For purposes of this part, the investment yield 
for any taxable year is the net investment income for such taxable year 
computed without— 

“(A) the deduction for tax-free interest provided by section 804(c) 


section 804(c) (6), 

“(C) the deduction for dividends received provided by section 8H 
(c) (7), and 

“(D) the small business deduction provided by section 804(c) (9), 

“(6) AsseTs.—For purposes of this part, the term ‘assets’ means all 
assets of the company (including nonadmitted assets), other than real and 
personal property (excluding money) used by it in carrying on an insur 
ance trade or business. For purposes of this paragraph, the amount at 
tributable to— 

“(A) real property and stock shall be the fair market value thereof, 
and 

“(B) any other asset shall be the adjusted basis (determined with 
out regard to fair market value on Decembr 31, 1958) of such asset for 
purposes of determining gain on sale or other disposition. 

“(7) ADJUSTMENTS TO MEANS FOR CERTAIN TRANSFERS OF LIABILITIES.—Fot 
purposes of this part, if, during the taxable year, there is a change in life 
insurance reserves attributable to the transfer between the taxpayer ani 
another person of liabilities under contracts taken into account in comptt 
ing such reserves, then, under regulations prescribed by the Secretary or his 
delegate, the means of such reserves, and the mean of the assets, taken int 
account in applying paragraphs (2), (3), and (4) shall be appropriately 
adjusted, on a daily basis, to reflect the amounts involved in such transfer 
This paragraph shall not apply to reinsurance ceded to the taxpayer or™ 
another person. 

“‘(@) DepUCTION FoR INVESTMENT YIELD ON PENSION PLAN RESERVES.— 

“(1) IN GENERAL.—For purposes of this part, the deduction for the invest) 
ment yield on pension plan reserves is the amount determined by multiply 
ing— 

“(A) the pension plan reserves, by 
“(B) the investment yield rate. 


(5), 
“(B) the deduction for partially tax-exempt interest provided by 





For purposes of this part, the investment yield rate is the percentage obtained 
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aimed by dividing (i) the taxpayer’s investment yield for the taxable year, by (ii) 
try as the mean of the taxpayer’s assets at the beginning and end of the taxable 
Irance ear. 

. “(2) PENSION PLAN RESERVES DEFINED.—For purposes of this part, the term 

)(1)), ‘pension plan reserves’ means that portion of the life insurance reserves which 
legate is allocable to contracts— 
to life “(A) purchased under contracts entered into with trusts which (as of 
or his the time the contracts were entered into) were deemed to be (i) trusts 
om described in section 401(a) and exempt from tax under section 501(a), 
t or | 


or (ii) trusts exempt from tax under section 165 of the Internal Revenue 
Code of 1939 or the corresponding provisions of prior revenue laws; 

rt, the “(B) purchased under contracts entered into under plans which (as of 
the time the contracts were entered into) were deemed to be plans meet- 


section ing the requirements of section 401(a) (3), (4), (5), and (6), or the 
end of requirements of section 165(a) (3), (4), (5), and (6) of the Internal 
Revenue Code of 1939; or 

“(C) provided for employees of the life insurance company under a 
verage plan which, for the taxable year, meets the requirements of section 
ich re 401(a) (3), (4), (5), and (6). 

“(3) SPECIAL TRANSITIONAL RULE.—For purposes of this part, the amount 

deduce taken into account as pension plan reserves shall be— 

“(A) in the case of a taxable year beginning after December 31, 1957, 
rt, the and before January 1, 1959, zero; 
— “(B) in the case of a taxable year beginning after December 31, 1958, 


. and before January 1, 1960, 334% percent of the amount thereof (deter- 
yinning mined without regard to this paragraph) ; 


“(C) in the case of a taxable year beginning after December 31, 1959, 


under and before January 1, 1961, 6624 percent of the amount thereof (deter- 
rves at mined without regard to this paragraph) ; and 
“(D) in the case of a taxable year beginning after December 31, 1960, 
it yield 100 percent of the amount thereof (determined without regard to this 
le year paragraph). 
“(d) DepvucTION For INTEREST Paip.—For purposes of this part, the deduction 
804 (c) for interest paid is the sum of— 
“(1) INTEREST ON INDEBTEDNESS.—AIl interest for the taxable year on 
ded by indebtedness, except on indebtedness incurred or continued to purchase or 
carry obligations the interest on which is wholly exempt from taxation under 
ion 84 this chapter. 
“(2) AMOUNTS IN THE NATURE OF INTEREST.—AI] amounts in the nature 
) (9). of interest, whether or not guaranteed, for the taxable year on insurance or 
ans all annuity contracts (including contracts supplementary thereto) which do not 
eal and involve, at the time of accrual, life, health, or accident contingencies. 
1 insur “(3) DISCOUNT ON PREPAID PREMIUMS.—AIl amounts accrued for the tax- 
rant at: able year for discounts in the nature of interest, whether or not guaranteed, 
on premiums or other consideration paid in advance on insurance or annuity 
thereof, contracts. 
“(e) ADJUSTMENT TO PREVENT DouRLE DepuctTions.—The adjustment referred 
4 with to in subsection (a) is the amount determined by multiplying— 
sset for “(1) the sum of the amounts deductible under paragraphs (5), (6), and 
; (7) of section 804(c), by 
8.—Pot “(2) the ratio— 
in life “(A) the numerator of which is the sum of— 
yer ani “(i) the deduction for the investment yield on adjusted life insur- 
comput ance reserves, 
‘y or his “(ii) the deduction for the investment yield on pension plan 
ken inte reserves, 
priately “(ili) the deduction for interest paid, plus 
ransfet ““(iv) the smali business deduction provided by section 804(c) (9), 
er orl and 
“(B) the denominator of which is the investment yield for the taxable 
year. 
e invest If the denominator referred to in paragraph (2) (B) is less than the numerator 
nultiply referred to in paragraph (2)(A), the adjustment under this subsection shall be 


the sum determined under paragraph (1). 
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“SEC. 806, CHANGE OF BASIS IN COMPUTING RESERVES. 


“If the basis for determining the amount of any item referred to in Section 
810(c) as of the close of the taxable year differs from the basis for such deter. 
mination as of the beginning of the taxable year, then for purposes of this sub- 
part the amount of such item— 

“(1) as of the close of the taxable year shall be computed on the old basis, 
and 

“(2) as of the beginning of the next taxable year shall be computed 
the new basis. 


“Subpart C—Gaip-and Loss From Operations 


“Sec. 809. In general. 

“See. 810. Rules for certain reserves. 
“Sec. 811. Dividends to policyholders. 
“Sec. 812. Operations loss deduction. 


“SEC. 809. IN GENERAL. 


“(a) Garn From Operations Derinep.—For purposes of this part, the term 
‘gain from operations’ means the amount by which the sum of the items referred 
to in subsection (c) exceeds the deductions provided by subsection (d). 

“(b) Loss From OperaTIONS DEFINED.—For purposes of this part, the term 
‘loss from operations’ means the amount by which the sum of the deductions pro. 
vided by subsection (d) exceeds the sum of the items referred to in subsee 
tion (c). 

“(c) Gross AMountT.—For purposes of subsections (a) and (b), the following 
items shall be taken into account: 

“(1) PremruMs.—The gross amount of premiums and other consideration 
(including advance premiums, deposits, fees, assessments, and consideration 
in respect of assuming liabilities under contracts not issued by the taxpayer) 
on insurance and annuity contracts (including contracts supplementary 
thereto) ; less return premiums, and premiums and other consideration aris- 
ing out of reinsurance ceded. Amounts returned where the amount is not 
fixed in the contract but depends on the experience of the company or the 
discretion of the management shall not be included in return premiums, 

(2) DECREASES IN CERTAIN RESERVES.—-Each item of net decrease in re 
serves which is required by section 810 or 811(b) (2) to be taken into account 
for purposes of this paragraph. 

“(3) SHORT-TERM CAPITAL GAIN.—In the case of a taxable year beginning 
after December 31, 1958, the amount (if any) by which the net short-term 
capital gain exceeds the net long-term capital loss. 

“(4) OTHER AMOUNTS.—AILl amounts, not includible under paragraph (1), 
(2), or (3), which under this subtitle are includible in gross income. 

Except as provided in paragraph (3), there shall be excluded any gain from the 
sale or exchange of a capital asset, and any gain considered as gain from the sale 
or exchange of a capital asset. 

“(d) Depuctions.—For purposes of subsections (a) and (b), there shall be 
allowed the following deductions: 

“(1) DEATH BENEFITS, ETC.—AI! claims and benefits accrued, and all losses 
incurred (whether or not ascertained), during the taxable year on insur- 
ance and annuity contracts (including contracts supplementary thereto). 

““(2) INCREASES IN CERTAIN RESERVES.—Each item of net increase in re 
serves which is required by section 810 to be taken into account for purposes 
of this paragraph. 

“(3) DIVIDENDS TO POLICYHOLDERS.—The deduction for dividends to policy- 
holders (determined under section 811(b) ). 

“(4) OPERATIONS LOSS DEDUCTION.—The operations loss deduction (deter- 
mined under section 812). 

“(5) SMALL BUSINESS DEDUCTION.—A small business deduction in an 
amount equal to the amount determined under section 804(c) (9). 

“(6) RESERVES FOR CERTAIN NONPARTICIPATING CONTRACTS.—An amount 
equal to 10 percent of the increase in the reserves for nonparticipating con- 
tracts. For purposes of this paragraph, the term ‘reserves for nonpartici- 
pating contracts’ means such part of the life insurance reserves (excluding 
that portion of the reserves which is allocable to annuity features) as relates 
to nonparticipating contracts (other than group contracts). 

“(7) GROUP LIFE, ACCIDENT, AND HEALTH INSURANCE.—An amount equal to 
2 percent of the premiums for the taxable year attributable to group life 
insurance contracts and group accident and health insurance contracts. 
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The deduction under this paragraph for the taxable year and all preceding 
taxable years shall not exceed an amount equal to 50 percent of the pre- 
miums for the taxable year attributable to such contracts. For purposes 
of this paragraph, the term ‘premiums’ means the net amount of the pre- 
miums and other consideration taken into account under subsection (c) (1). 

“(8) ASSUMPTION BY ANOTHER PERSON OF LIABILITIES UNDER INSURANCE, 
ETC., CONTRACTS.—The consideration (other than consideration arising out 
of reinsurance ceded) in respect of the assumption by another person of 
liabilities under insurance and annuity contracts (including contracts sup- 
plementary thereto). 

“(9) OTHER DEDUCTIONS.—Subject to the modifications provided by sub- 
section (e), all other deductions allowed under this subtitle for purposes 
of computing taxable income. 

Except as provided in paragraph (3), no amount shall be allowed as a deduction 
under this subsection in respect of dividends to policyholders. 

“(e) Mopirications.—The modifications referred to in subsection (d) (9) 
are as follows: 

“(1) IntTeREsTt.—In applying section 163 (relating to deduction for inter- 
est), no deduction shall be allowed for interest in respect of items described 
in section 810(c). 

“(2) Bap pests.—Section 166(c) (relating to reserve for bad debts) shall 
not apply. 

“(3) CHARITABLE, ETC., CONTRIBUTIONS AND GIFTS.—In applying section 
170— 

“(A) the limit on the total deductions under such section provided 
by the first sentence of section 170(b) (2) shall be 5 percent of the gain 
from operations computed without regard to— 

“(i) the deduction allowed by section 170 
“(ii) part VIII (except section 248) of subchapter B, 
“(iii) the adjustment provided by subsection (f), 
“(iv) the deductions provided by paragraphs (3), (6), and (7) 
of subsec tion (d), and 
“(v) any operations loss carryback to the taxable year under 
section 812; and 

“(B) under regulations prescribed by the Secretary or his delegate, 
a rule similar to the rule contained in section 170(b)(3) shall be 
applied. 

*“(4) AMORTIZABLE BOND PREMIUM.—Section 171 shall not apply. 

“(5) NET OPERATING LOSS DEDUCTION.—The deduction for net operating 
losses provided in section 172 shall not be allowed. 

“(6) PARTIALLY TAX-EXEMPT INTEREST.—The deduction allowed by section 
242 shall be an amount which bears the same ratio to the amount determined 
under such section without regard to this paragraph as (A) the normal 
tax rate for the taxable year prescribed by section 11, bears to (B) the 
sum of the normal tax rate and the surtax rate for the taxable year 
prescribed by section 11. 

“(7) DEDUCTION FOR DIVIDENDS RECEIVED.—In applying section 246(b) 
(relating to limitation on aggregate amount of deductions) 

“(A) the limit on the aggregate amount of the deductions allowed 
by sections 248(a), 244, and 245 shall be 85 percent of the gain from 
operations computed without regard to— 

“(i) the adjustment provided by subsection (f), 

“(ii) the deductions provided by paragraphs (8), (6), and (7) 
of subsection (d), 

“(iii) the operations loss deduction, and 

“(iv) the deductions allowed by sections 243(a), 244, and 245, 
but 
“(B) such limit shall not apply for any tax: ble year for which there 

is a loss from operations. 
“(f) ADJUSTMENT TO PREVENT DovusBLe DepuctTions.— 

“(1) AMOUNT OF ADJUSTMENT.—The total of the amounts allowable as 
deductions under subsection (d) shall be reduced by the amount determined 
by multiplying— 

“(A) the sum of— 

“(i) the amount of interest which under section 103 is excluded 
from gross income, 
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“(ii) the deduction provided by section 242 (as modified by gyp. 
section (e) (6)), and 
“(iii) the deductions provided in sections 243, 244, and 245 (95 
modified by subsection (e) (7) ), by 
“(B) the ratio— 
“(i) the numerator of which is the sum of the required intereg 
(as defined in paragraph (2)) plus the small business deduction 
provided by subsection (d) (5), and 
“(ii) the denominator of which is the investment yield (as ge 
fined in section 805(b)(5)) computed without regard to the limits. 
tion in section 804(c)(1) (relating to deduction for investment 
expenses) . 
If the denominator referred to in subparagraph (B) (ii) is less than the 
numerator referred to in subparagraph (B) (i), the adjustment under this 
paragraph shall be the sum determined under subparagraph (A). 

“(2) REQUIRED INTEREST.—For purposes of paragraph (1), the term ‘te 

quired interest’ means the total of — 
“(A) the sum of the products ascertained under section 805(p) 
(4) (A) ; 
“(B) the deduction for the investment yield on pension plan reserves 
(determined under section 805(c)) ; and 
“(C) the deduction for interest paid (as defined in section 805(d)). 
“(g) LIMITATION ON CERTAIN DepUcTIONS.— 

“(1) IN GeneRAL.—The amount of the deductions under paragraphs (3), 
(6), and (7) of subsection (d) shall not (after the application of sub 
section (f)) exceed the amount by which— 

“(A) the gain from operations for the taxable year, computed with- 
out regard to such deductions, exceeds 
“(B) the taxable investment income for the taxable year. 

“(2) APPLICATION OF LIMITATION.—The limitation provided by paragraph 
(1) shall apply first to the amount of the deduction under paragraph (7), 
then to the amount of the deduction under paragraph (6), and finally to 
the amount of the deduction under paragraph (3). 

“SEC. 810. RULES FOR CERTAIN RESERVES. 


“(a) ADJUSTMENT For Decrease.—If the amount of any item described in 
subsection (c) as of the beginning of the taxable year exceeds the amount of 
such item as of the close of the taxable year, the excess shall be taken into 
account as an item of net decrease referred to in section 809(c) (2). 

“(b) ADJUSTMENT For INcrEAsE.—If the amount of any item described in 
subsection (c) as of the close of the taxable year exceeds the amount of such 
item as of the beginning of the taxable year, the excess shall be taken into 
account as an item of net increase referred to in section 809(d) (2). 

“(c) Irems Taken Into Account.—The items referred to in subsections (a) 
and (b) are as follows: 

“(1) The life insurance reserves (as defined in section 801(b)). 

“(2) The unearned premiums and unpaid losses included in total re 
serves under section 801 (c) (2). 

“(3) The amounts (discounted at the rates of interest assumed by the 
company) necessary to satisfy the obligations under insurance or annuity 
contracts (including contracts supplementary thereto), but only if such 
obligations do not involve (at the time with respect to which the computa- 
tion is made under this paragraph) life, health, or accident contingencies. 

“(4) Dividend accumulations, and other amounts, held at interest in 
connection with insurance or annuity contracts (including contracts sup 
plementary thereto). 

“(5) Premiums received in advance, and liabilities for premium deposit 
funds. 

In applying this subsection, the same item shall be counted only once. 

“(d) ADJUSTMENT FOR CHANGE IN COMPUTING RESERVES.— 

“(1) IN GENERAL.—If the basis for determining any item referred to in 
subsection (c) as of the close of any taxable year differs from the basis 
for such determination as of the close of the preceding taxable year, then 
so much of the difference between— 

“(A) the amount of the item at the close of the taxable year, com- 
puted on the new basis, and 
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“(B) the amount of the item at the close of the taxable year, com- 

puted on the old basis, 
as is attributable to contracts issued before the taxable year shall be taken 
into account for purposes of this subpart as follows: 

“(i) if the amount determined under subparagraph (A) exceeds 
the amount determined under subparagraph (B), 4%o of such excess 
shall be taken into account, for each of the succeeding 10 taxable years, 
as a net increase to which section 809(d)(2) applies; or 

“(ii) if the amount determined under subparagraph (B) exceeds 
the amount determined under subparagraph (A), “%o of such excess 
shall be taken into account, for each of the 10 succeeding taxable years, 
as a net decrease to which section 809(c) (2) applies. 

“(2) TERMINATION AS LIFE INSURANCE COMPANY.—Except as provided in 
section 381(c) (22) (relating to carryovers in certain corporate readjust- 
ments), if for any taxable year the taxpayer is not a life insurance com- 
pany, the balance of any adjustments under this paragraph shall be taken 
into account for the preceding taxable year. 

“(3) EFFECT OF PRELIMINARY TERM ELECTION.—An election under section 
818(c) shall not be treated as a change in the basis for determining an item 
referred to in subsection (c) to which this subsection applies. If an elec- 
tion under section 818(c) applies for the taxable year, the amounts of the 
items referred to in subparagraphs (A) and (B) of paragraph (1) shall be 
determined without regard to such election. If such an election would ap- 
ply in respect of such item for the taxable year but for the new basis, the 
amount of the item referred to in subparagraph (B) shall be determined on 
the basis which would have been applicable under section 818(c) if the elec- 
tion applied in respect of the item for the taxable year. 

“SEC. 811. DIVIDENDS TO POLICYHOLDERS. 

“(a) DIVIDENDS TO POLICYHOLDERS DeFINED.—For purposes of this part, the 
term ‘dividends to policyholders’ means dividends and similar distributions to 
policyholders in their capacity as such. Such term does not include interest paid 


(as defined in section 805(d) ). 
“(b) Amount or DepuUcTION.— 


“(1) IN GENERAL.—Except as limited by section 809(g), the deduction for 
dividends to policyholders for any taxable year shall be an amount equal to 
the dividends to policyholders paid during the taxable year— 

“(A) increased by the excess of (i) the amounts held at the end of 
the taxable year as reserves for dividends to policyholders (as defined 
in subsection (a)) payable during the year following the taxable year, 
over (ii) such amounts held at the end of the preceding taxable year, or 

“(B) decreased by the excess of (i) such amounts held at the end of 
the preceding taxable year, over (ii) such amounts held at the end of the 
taxable year. 

For purposes of subparagraphs (A) and (B), there shall be included as 
amounts held at the end of any taxable year amounts set aside, before the 
16th day of the third month of the year following such taxable year, for 
payment during the year following such taxable year. 

“(2) CERTAIN AMOUNTS TO BE TREATED AS NET DECREASES.—If the amount 
determined under subsection (b)(1)(B) exceeds the dividends to policy- 
holders paid during the taxable year, the amount of such excess shall be 
an item of net decrease referred to in section 809(c).(2). 

“SEC, 812. OPERATIONS LOSS DEDUCTION. 
“(a) Depucrion ALLowEep.—There shall be allowed as a deduction for the tax- 
able year an amount equal to the aggregate of— 

“(1) the operations loss carryovers to such year, plus 

“(2) the operations loss carrybacks to such year. 

For purposes of this part, the term ‘operations loss deduction’ means the deduc- 
tion allowed by this subsection. 
“(b) OPERATIONS LOSs CARRYBACKS AND CARRYOVERS.— 

“(1) YEARS TO WHICH LOSS MAY BE CARRTED.—The loss from operations for 
any taxable year (hereinafter in this section referred to as the ‘loss year’) 
ending after December 31, 1957, shall be— 

“(A) an operations loss carryback to each of the 8 taxable years 
preceding the loss year, and 
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“(B) an operations loss carryover to each of the 5 taxable Years 
following the loss year. 
A loss from operations shall not be an operations loss carry 
taxable year beginning before January 1, 1958. 

“(2) AMOUNT OF CARRYBACKS AND CARRYOVERS.—The entire amount of the 
loss from operations for any loss year shall be carried to the earliest of 
the taxable years to which (by reason of paragraph (1) such loss may be 
earried. The portion of such loss which shall be carried to each of the other 
taxable years shall be the excess (if any) of the amount of such loss over 
the sum of the offsets (as defined in subsection (d)) for each of the prior 
taxable years to which such loss may be carried. 

“(c) Computation or Logs From Operations.—In computing the loss from 
operations for purposes of this subsection— 

“(1) The operations loss deduction shall not be allowed. 

“(2) The deductions allowed by sections 243 (relating to dividends 
received by corporations) 244 (relating to dividends received on certain 
preferred stock of public utilities), and 245 (relating to dividends receiveg 
from certain foreign corporations) shall be computed without regard to 
section 246(b) as modified by section 809(e) (7). 

“(d) Orrset DeFrINeD.— 

“(1) IN GENERAL.—For purposes of subsection (b) (2), the term ‘offse’ 
means, with respect to any taxable year, an amount equal to that increage 
in the operations loss deduction for the taxable year which reduces the life 
insurance company taxable income (computed without regard to section 
802(b)(3)) for such year to zero. 

“(2) OPERATIONS LOSS DEDUCTION.—For purposes of paragraph (1), the 
operations loss deduction for any taxable year shall be computed without 
regard to the loss from operations for the loss year or for any taxable 
year thereafter. 

“(e) APPLICATION OF SUBTITLE A AND SusTitLe F.—Except as provided in 
section 809(e), subtitle A and subtitle F shall apply in respect of operations 
loss carrybacks, operations loss carryovers, and the operations loss deduction 
under this part in the same manner and to the same extent as such subtitles 
apply in respect of net operating loss carrybacks, net operating loss carryovers, 
and the net operating loss deduction. 


back to any 


“Subpart D—Distributions to Shareholders 
“Sec. 815. Distributions to shareholders. 


“SEC. 815. DISTRIBUTIONS TO SHAREHOLDERS. 
“(a) GENERAL RvuLe.—For purposes of this section and section 802(b) (3), 
any distribution to shareholders shall be treated as made 

“(1) first out of the shareholders surplus account, to the extent thereof, 

“(2) then out of the policyholders surplus account, to the extent thereof, 

and 

“(3) finally out of other accounts. 

For purposes of this subsection, the term ‘distribution’ includes any distribu- 
tion in redemption of stock or in partial or complete liquidation of the cor- 
poration, but does not include any distribution made by the corporation in its 
stock or in rights to acquire its stock. 

“(b) SHAREHOLDERS SURPLUS ACCOUNT.— 

“(1) IN GeNERAL.—Each stock life insurance company shall for purposes 
of this part, establish and maintain a shareholders surplus account. The 
amount in such account on January 1, 1959, shall be zero. 

‘“(2) ADDITIONS TO ACCOUNT.—The amount added to the shareholders sur- 
plus account for any taxable year beginning after December 31, 1958, shall 
be the amount by which— 

“(A) the sum of— 

“(i) the life insurance company taxable income (computed with- 
out regard to section 802(b) (3)), ‘ 

“(ii)the amount (if any) by which the net long-term capital gain 
exceeds the net short-term capital loss, 

“(iii) the deduction for partially tax-exempt interest provided 
by section 242 (as modified by section 809(e) (6)), the deductions 
for dividends received provided by sections 243, 244, and 245 
(as modified by section 809(e)(7)), and the amount of interest 
excluded from gross income under section 103, and 
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“(iv) the small business deduction provided by section 809(d) 
(5), exceeds 

“(B) the taxes imposed for the taxable year by section 802(a), 
determined without regard to section 802(b) (3 

“(3) SUBTRACTIONS FROM ACCOUNT.—There shall be subtracted from the 
shareholders surplus account for any taxable year the amount which is 
treated under this section as distributed out of such account. 

“(¢c) PoLICYHOLDERS SuRPLUS ACcOUNT.— 

“(1) IN GENERAL.—Each stock life insurance company shall, for purposes 
of this part, establish and maintain a policyholders surplus account. The 
amount in such account on January 1, 1959, shall be zero. 

“(2) ADDITIONS TO AccoUNT.—If the gain from operations for any taxable 
year beginning after December 31, 1958, exceeds the taxable investment 
income, there shall be added to the policyholders surplus account an amount 
equal to 50 percent of such excess. 

“(3) SUBTRACTIONS FROM ACCOUNT.—There shall be subtracted from the 
policyholders surplus account for any taxable year an amount equal to 
the sum of 

“(A) the amount which (without regard to subparagraph (B)) is 
treated under this section as distributed out of the policyholders surplus 
account, and 

“(B) the amount by which the tax imposed for the taxable year 
by section 802(a) is increased by reason of section 802(b) (3). 

“(d) SpectaL RULEs.— 

“(1) ELECTION TO TRANSFER AMOUNTS FROM POLICYHOLDERS SURPLUS 
ACCOUNT TO SHAREHOLDERS SURPLUS ACCOUNT.— 

“(A) IN GENERAL.—A taxpayer may elect for any taxable year to 
subtract from its policyholders surplus account any amount in such 
account as of the close of such taxable year. The amount so sub- 
tracted, less the amount of the tax imposed with respect to such 
amount by reason of section 802(b)(3), shall be added to the share- 
holders surplus account as of the beginning of the succeeding taxable 
year. 

“(B) MANNER AND EFFECT OF ELECTION.—The election provided by 
subparagraph (A) shall be made (in such manner and in such form 
as the Secretary or his delegate may by regulations prescribe) after 
the close of the taxable year and not later than the time prescribed by 
law for filing the return (including extensions thereof) for the taxable 
year. Such an election, once made, may not be revoked. 

“(2) TERMINATION AS LIFE INSURANCE COMPANY.—Except as provided in 
section 381(c) (22) (relating to carryovers in certain corporate readjust- 
ments), if for any taxable year the taxpayer is not a life insurance company, 
then the amount taken into account under section 802(b) (3) for the preced- 
ing taxable year shall be increased by the amount remaining in its policy- 
holders surplus account at the close of such preceding taxable year. 

“(3) TREATMENT OF CERTAIN INDEBTEDNESS.—If— 

“(A) the taxpayer makes any payment in discharge of its indebted- 
ness, and 

“(B) such indebtedness is attributable to a distribution by the tax- 
payer to its shareholders after February 9, 1959, 

then the amount of such payment shall, for purposes of this section and 
section 802(b) (3), be treated as a distribution in cash to shareholders, but 
only to the extent that the distribution referred to in subparagraph (B) 
was treated as made out of accounts other than the shareholders and policy- 
holders surplus accounts. 

(4) LIMITATION ON AMOUNT IN POLICYHOLDERS SURPLUS ACCOUNT.—There 
shall be treated as a subtraction from the policyholders surplus account for 
the taxable year the amount by which the policyholders surplus account 
(computed at the end of the taxable year without regard to this paragraph) 
exceeds the greater of — 

“(A) 25 percent of life insurance reserves, or 

“(B) 60 percent of the net amount of the premiums and other con- 
sideration taken into account for the taxable year under section 
809(c) (1). 

The amount so subtracted, less the amount of the tax imposed with respect to 
such amount by reason of section 802(b) (3), shall be added to the shareholders 
surplus account as of the beginning of the succeeding taxable year. 
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“(e) SpecraL RULE ror CERTAIN MUTUALIZATIONS.— 

(1) IN GENERAL.—For purposes of this section and section 802 (b) (3), 
any distribution to shareholders in acquisition of stock pursuant to a plan of 
mutualization shall be treated— 

“(A) first, as made out of paid-in capital and paid-in surplus, to the 
extent thereof, 

“(B) thereafter, as made in two allocable parts— 

(i) one part of which is made out of the other accounts referred 
to in subsection (a) (3), and 

“(ii) the remainder of which is a distribution to which subsection 
(a) applies. 

“(2) SPECIAL RULES.— 

“(A) ALLOCATION RATIO.—The part referred to in paragraph (1) 
(B) (i) is the amount which bears the same ratio to the amount ty 
which paragraph (1) (B) applies as— 

“(i) the excess (determined as of December 31, 1958) of the 
assets over the total liabilities, bears to 

“(ii) the sum (determined as of the beginning of the year of 
the distribution) of the excess described in clause (i), the amount 
in the shareholders surplus account, plus the amount in the policy. 
holders surplus account. 

“(B) ADJUSTMENT FOR CERTAIN DISTRIBUTIONS.—The excess described 
in subparagraph (A) (i) shall be reduced by the aggregate of the prior 
distributions which have been treated under subsection (a) (3) as made 
out of accounts other than the shareholders surplus account and the 
policyholders surplus account. 


“Subpart E—Miscellaneous Provisions 


“Sec. 817. Rules relating to certain gains and losses. 
“Sec. 818. Accounting provisions. 
“Sec. 819. Foreign life insurance companies. 


“SEC. 817. RULES RELATING TO CERTAIN GAINS AND LOSSES. 
“(a) TREATMENT OF CAPITAL GAINS AND Losses, Etc.—In the case of a life 
insurance company— 
“(1) in applying section 1231(a), the term ‘property used in the trade 
or business’ shall be treated as including only— 
“(A) property used in carrying on an insurance business, of a charac- 
ter which is subject to the allowance for depreciation provided in section 
167, held for more than 6 months, and real property used in carrying on 
an insurance business, held for more than 6 months, which is not de- 
scribed in section 1231(b)(1) (A), (B), or (C), and 
“(B) property described in section 1231(b) (2), and 
*(2) in applying section 1221(2), the reference to property used in trade 
or business shall be treated as including only property used in carrying on 
an insurance business. 
“(b) GAIN ON Property HELD on DeceMBER 31, 1958.—In the case of property 
acquired by the taxpayer before December 31, 1958, if— 
“(1) the fair market value of such property on such date exceeds the 
adjusted basis for determining gain as of such date, and 
“(2) the taxpayer has been a life insurance company at all times on and 
after December 31, 1958, 
the gain on the sale or other disposition of such property shall be treated as an 
amount (not less than zero) equal to the amount by which the gain (determined 
without regard to this subsection) exceeds the difference between the fair market 
value on December 31, 1958, and the adjusted basis for determining gain as of 
such date. In the case of property having a substituted basis (within the mean- 
ing of section 1016(b)), the preceding sentence shall apply, but only if during 
the holding periods concerned the property or properties were held only by life 
insurance companies. For purposes of this subsection, the term ‘property’ does 
not include insurance and annuity contracts (and contracts supplementary 
thereto) and property described in paragraph (1) of section 1221. 
“(c) Lamrration on Carprrat Loss Carkyovers.—A net capital loss for any 
taxable year beginning before January 1, 1959, shall not be taken into account. 
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“GEC. 818. ACCOUNTING PROVISIONS. 

“(q) MerHop or AccouNTING.—All computations entering into the determina- 
tion of the taxes imposed by this part shall be made— 

“(1) under an accrual method of accounting, or 

“(2) to the extent permitted under regulations prescribed by the Secre- 
tary or his delegate, under a combination of an accrual method of account- 
ing with any other method permitted by this chapter (other than the cash 
receipts and disbursements method). 

pxcept as provided in the preceding sentence, all such computations shall be 
nade in a manner consistent with the manner required for purposes of the annual 
statement approved by the National Association of Insurance Commissioners. 

“(b) AMORTIZATION OF PREMIUM AND ACCRUAL OF DISCOUNT.— 

“(1) IN GENERAL.—The appropriate items of income, deductions, and ad- 
justments under this part shall be adjusted to reflect the appropriate amorti- 
zation of premium and the appropriate accrual of discount attributable to 
the taxable year on bonds, notes, debentures, or other evidences of indebted- 
ness held by a life insurance company. Such amortization and accrual shall 
be determined— 

“(A) in accordance with the method regularly employed by such 
company, if such method is reasonable, and 

“(B) in all other cases, in accordance with regulations prescribed 
by the Secretary or his delegate. 

“(2) SPECIAL RULES.— 

“(A) AMORTIZATION OF BOND PREMIUM.—lIn the case of any bond (as 
defined in section 171(d)) acquired after December 31, 1957, the 
amount of bond premium, and the amortizable bond premium for the 
taxable year, shall be determined under section 171(b) as if the election 
set forth in section 171(c) had been made. 

“(B) CONVERTIBLE EVIDENCES OF INDEBTEDNESS.—In no case shall the 
amount of premium on a convertible evidence of indebtedness include 
any amount attributable to the conversion features of the evidence of 
indebtedness. 

“(c) Lire INSURANCE RESERVES COMPUTED ON PRELIMINARY TERM Basis.—For 
purposes of this part (other than section 801), at the election of the taxpayer 
the amount taken into account as life insurance reserves with respect to con- 
tracts for which such reserves are computed on a preliminary term basis may be 
determined on either of the following bases: 

“(1) Exact REVALUATION.—As if the reserves for all such contracts had 
been computed on a net level premium basis (using the same mortality 
assumptions and interest rates for both the preliminary term basis and the 
net level premium basis). 

“(2) APPROXIMATE REVALUATION.—The amount computed without regard 
to this subsection— 

“(A) increased by $21 per $1,000 of insurance in force (other than 
term insurance) under such contracts, less 2.1 percent of reserves under 
such contracts, and 

“(B) inereased by $5 per $1,000 of term insurance in force under 
such contracts which at the time of issuance cover a period of more 
than 15 years, less 0.5 percent of reserves under such contracts. 

If the taxpayer makes an election under either paragraph (1) or (2) for any 
taxable year, the basis adopted shall be adhered to in making the computations 
under this part (other than section 801) for the taxable year and all subsequent 
taxable years unless a change in the basis of computing such reserves is approved 
by the Secretary or his delegate. 

“(d) Suort Taxasite Years.—If any return of a corporation made under this 
part is for a period of less than the entire calendar year (referred to in this 
subsection as ‘short period’), then section 448 shall not apply in respect of 
such period, but— 

“(1) the taxable investment income and the gain or loss from operations 
Shall be determined, under regulations prescribed by the Secretary or his 
delegate, on an annual basis by a ratable daily projection of the appropriate 
figures for the short period, 

“(2) that portion of the life insurance company taxable income described 
in paragraphs (1) and (2) of section 802(b) shall be determined on an 
annual basis* by treating the amounts ascertained under paragraph (1) 
as the taxable investment income and the gain or loss from operations for 
the taxable year, and 
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“(3) that portion of the life insurance company taxable income describeq 
in paragraphs (1) and (2) of section 802(b) for the short period shall be 
the amount which bears the same ratio to the amount ascertained under 
paragraph (2) as the number of days in the short period bears to the nym. 
ber of days in the entire calendar year. 

“(e) TRANSITIONAL RULE FOR CHANGES IN METHOD OF ACCOUNTING.— 

“(1) IN GeNneRAL.—If the method of accounting required to be used jp 
computing the taxpayers’ taxes under this part for the taxable year 1958 
is different from the method used in computing its taxes under this part for 
1957, then there shall be ascertained the net amount of those adjustments 
which are determined (as of the close of 1957) to be necessary solely py 
reason of the change to the method required by subsection (a) in order to 
prevent amounts from being duplicated or omitted. The amount Of the 
taxpayer’s tax for 1957 shall be recomputed (under the law applicable to 
1957) taking into account an amount equal to go of the net amount of the 
adjustments determined under the preceding sentence. The amount of 
increase or decrease (as the case may be) referred to in paragraph (2) or 

3) shall be the amount of the increase or decrease ascertained under the 
preceding sentence, multiplied by 10. 

“(2) TREATMENT OF DECREASE.—For purposes of subtitle F, if the recom. 
putation under paragraph (1) results in a decrease, the amount thereof 
shall be a decrease in the tax imposed for 1957; except that for purposes of 
computing the period of limitation on the making of refunds or the allow. 
ance of credits with respect to such overpayment, the amount of such de 
erease shall be treated as an overpayment of tax for 1959. No interest 
shall be paid, for any period before March 16, 1960, on any overpayment of 
the tax imposed for 1957 which is attributable to such decrease. 

“(3) TREATMENT OF INCREASE.— 

“(A) IN GENERAL.—For purposes of subtitle F (other than sections 
6016 and 6655), if the recomputation under paragraph (1) results in 
an increase, the amount thereof shall be treated as a tax imposed by 
this subsection for 1959. Such tax shall be payable in 10 equal annual 
installments, beginning with March 15, 1960. 

“(B) SpecraAL RULES.—For purposes of subparagraph (A)— 

“(i) No interest shall be paid on any installment described in 
subparagraph (A) for any period before the time prescribed in such 
subparagraph for the payment of such installment. 

“(ii) Section 6152(c) (relating to proration of deficiencies to 
installments) shall apply. 

“(iii) In applying section 6502(a)(1) (relating to collection after 
assessment), the assessment of any installment described in sub- 
paragraph (A) shall be treated as made at the time prescribed by 
such subparagraph for the payment of such installment. 

“(iv) Except as provided in section 381(c) (22), if for any taxable 
year the taxpayer is not a life insurance company, the time for pay- 
ment of any remaining installments described in subparagraph (A) 
shall be the date (determind without regard to any extension of 
time) for filing the return for such taxable year. 

“(f) DeNIAL oF DovusLe Depuctrions.—Nothing in this part shall permit the 
same item to be deducted more than once under subpart B and once under 
subpart C. 

“SEC, 819. FOREIGN LIFE INSURANCE COMPANIES. 

“(a) CARRYING ON UNITED STATES INSURANCE Bustiness.—A foreign life insur- 
ance company carrying on a life insurance business within the United States, if 
with respect to its United States business it would qualify as a life insurance 
company under section 801, shall be taxable on the United States business of 
such company in the same manner as a domestic life insurance company. 

“(b) ADJUSTMENT WHERE SurPLUs Hep 1n UNIrTep States 1s Less THAN 
SpeciFIep MiInIMUuM.— 

“(1) IN GeNERAL.—In the case of any company described in subsection 
(a), if the minimum figure determined under paragraph (2) exceeds the 
surplus held in the United States, then 

“(A) the policy and other contract liability deduction (determined 
under section 805 without regard to this subsection), and 

“(B) the total of the amounts allowable as deductions under section 
809 (determined without regard to this subsection), 
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shall each be reduced by an amount determined by multiplying such excess 
by the investment yield rate (as defined in section 805(c) (1)). 
“(2) DEFINITIONS.—For purposes of paragraph (1)— 
“(A) The minimum figure is the amount determined by multiplying 
the taxpayer’s total insurance liabilities on United States business by— 
“(i) in the case of a taxable year beginning before January 1, 
1959, 9 percent, and 
“(ii) in the case of a taxable year beginning after December 31, 
1958, a percentage for such year to be determined and proclaimed 
by the Secretary or his delegate. 
The percentage determined and proclaimed by the Secretary or his 
delegate under clause (ii) shall be based on such data with respect 
to domestic life insurance companies for the preceding taxable year as 
the Secretary or his delegate considers representative. Such percentage 
Shall be computed on the basis of a ratio the numerator of which is 
the excess of the assets over the total insurance liabilities, and the 
denominator of which is the total insurance liabilities. 

“(B) The surplus held in the United States is the excess of the assets 
held in the United States over the total insurance liabilities on United 
States business. 

For purposes of this paragraph and subsection (c), the term ‘total insurance 
liabilities’ means the sum of the total reserves (as defined in section 801(c) ) 
plus (to the extent not included in total reserves) the items referred to in 
paragraphs (3), (4), and (5) of section 810(c). 

“(c) DISTRIBUTIONS TO SHAREHOLDERS.—In applying sections 802(b)(3) and 
815 for purposes of subsection (a), the amount of the distributions to share- 
holders shall be the amount which bears the same ratio to the total amount of 
the distributions to shareholders (within the meaning of section 815) of the 
foreign life insurance company as the minimum figure for the taxable year 
(determined under subsection (b)(2)(A)) bears to the excess of the assets of 
the company over the total insurance liabilities. 

“(d) No Unirep States INsurRANCcE Bustness.—Foreign life insurance com- 
panies not carrying on an insurance business within the United States shall not 
be taxable under this part but shall be taxable as other foreign corporations.” 


SEC. 3. TECHNICAL AMENDMENTS AND PROVISIONS. 
(a) CrepiT AND Exclusion ror DivipENpS REcEIVED BY INDIVIDUALS FRoM LIFE 
INSURANCE COMPANIES.— 

(1) Section 84(c) of the Internal Revenue Code of 1954 (relating to 
denial of credit for dividends received by individuals) is amended by strik- 
ing out paragraph (1) and redesignating paragraph (2) and (3) as (1) 
and (2), respectively. 

(2) Section 116(b) of such Code (relating to denial of exclusion for cer- 
tain dividends) is amended by striking out paragraph (1) and redesignating 
paragraphs (2) and (3) as (1) and (2), respectively, 

(3) The amendments made by this subsection shall apply to dividends 
received after December 31, 1958, in taxable years ending after such date. 
(b) Crepir ror Foreign Taxes.—Section 841 of such Code is amended by 
striking out “811,” in the first sentence, and by striking out paragraph (1) and 

inserting in lieu thereof the following: 

“(1) in the case of the tax imposed by section 802, the life insurance com- 
pany taxable income (as defined in section 802(b)), and”. 

(c) CARRYOVERS.— 

(1) Section 381(c) of such Code (relating to items of distributor or trans- 
feror corporations taken into account) is amended by adding at the end 
thereof the following new paragraph: 

“(22) SUCCESSOR LIFE INSURANCE COMPANY.—If the acquiring corporation 
is a life insurance company (as defined in section 801(a)), there shall be 
taken into account (to the extent proper to carry out the purposes of this 
section and part I of subchapter L, and under such regulations as may be 
prescribed by the Secretary or his delegate) the items required to be taken 
into account for purposes of part I of subchapter L (relating to life insurance 
companies) in respect of the distributor or transferor corporation.” 
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(2) Section 381 of such Code is amended by adding at the end thereof the 
following new subsection : 

“(d) Operations Loss CARRYBACKS AND CARRYOVERS OF LIFE INSURANCE Coy. 
PANIES.— 

“For application of this part to operations loss carrybacks and carryovers of life 
insurance companies, see section 812(e¢).” 

(d) ADJUSTMENTS TO Basis.— 

(1) Section 1016(a) (3) of the Internal Revenue Code of 1954 (relating 
to adjustments to basis) is amended by striking out “and” at the end of sup. 
paragraph (A), by addimg “and” at the end of subparagraph (B), and by 
inserting after subparagraph (B) the following new subparagraph : 

“(C) since February 28, 1913, and before January 1, 1958, during 
which such property was held by a person subject to tax under part ] 
of subchapter L (or the corresponding provisions of prior income tax 
laws), to the extent that paragraph (2) does not apply,”’. 

(2) Section 1016(a) of such Code is amended by inserting after para. 
graph (16) the following new paragraph : 

“(17) in the case of any evidence of indebtedness referred to in section 
818(b) (relating to amortization of premium and accrual of discount ip 
the case of life insurance companies), to the extent of the adjustments re 
quired under section 818(b) (or the corresponding provisions of prior ip. 
come tax laws) for the taxable year and all prior taxable years ;”’. 

(e) Bonps AND OTHER EvIDENCEs oF INDEBTEDNESS.—Section 1232(a) (2) (0) 
of such Code (relating to bonds and other evidences of indebtedness) is amended 
to read as follows: 

“(C) DOUBLE INCLUSION IN INCOME NOT REQUIRED.—This section shall not 
require the inclusion of any amount previously includible in gross income.” 

(f) ConroRMING OHANGES IN Cross REFERENCES.— 

(1) Sections 842 and 1504(b) (2) of such Code are each amended by strik- 
ing out “, 811,”. Section 891 of such Code is amended by striking out “811,”, 

(2) Section 1201 ef such Code is amended by striking out “S802(a),” in 
subsection (a), and by adding at the end of the section the following new 
subsection : 


“(c) Lire INSURANCE COMPANIES.— 


“For alternative tax in case of life insurance companies, see section 802 (a) (2).” 


(3) Paragraph (2) of section 4371 of such Code (relating to tax on policies 
issued by foreign insurers) is amended by striking out “816” and inserting 
in lieu thereof “819”. 


(g) EstrmaTep Tax For 1958.—In the case of any taxpayer subject to tax under 
section 811 of the Internal Revenue Code of 1954 (as such section was in effect 
before the enactment of this Act), no addition to the tax shall be made under 
section 6655 of such Code (relating to failure by corporation to pay estimated 
tax) with respect to estimated tax for a taxable year beginning in 1958. 

SEC. 4. EFFECTIVE DATE. 
Except as otherwise provided in this Act, the amendments made by this Act 


shall apply only with respect to taxable years beginning after December 31, 
1957. 


Passed the House ef Representatives February 18, 1959. 
Attest: 


RateH R. Roserts, Clerk. 
The CuHatmrman. I submit for the record the report on this bill 
received from the Bureau of the Budget. 
(The report referred to is follows :) 
EXEOUTIVE OFFICE OF THE PRESIDENT, 


BUREAU OF THE BUDGET, 
Washington, D.C., Maroh 11, 1959. 
Hon. Harry F. Brrp, 


Chairman, Committee on Finance, U.S. Senate, Washington, D.C. 


My Dear Mk. CuHainMan: This is in response to your request of February 2, 
1959, for the views of this agency with respect to H.R. 4245, relating to the 
taxation of the income of life insurance companies. 
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The Bureau of the Budget concurs with the view expressed by the Treasury 
Department that H.R. 4245 provides an equitable, long-range basis for the taxa- 
tion of life insurance companies. 

This measure conforms to the recommendation of the President in the 1960 
pudget message, and we believe it should receive favorable consideration. 


Sincerely yours, 
PHILLIP 8. HUGHEs, 


Assistant Director for Legislative Reference. 
The Cuarrman. It is evident by the size of the audience that there 
is , interest taken in this pending legislation. We welcome you. 
The first witness will be David A. Lindsay, Assistant to the 
Secretary of the Treasury. 


STATEMENT OF DAVID A. LINDSAY, ASSISTANT TO THE SECRE- 
TARY OF THE TREASURY; ACCOMPANIED BY RICHARD E. 
SLITOR, ECONOMIST, TAX ANALYSIS STAFF, TREASURY DEPART- 
MENT, AND RAYMOND F. CONKLING, ATTORNEY, LEGISLATION 
AND REGULATION DIVISION, CHIEF COUNSEL’S OFFICE, INTER- 
NAL REVENUE SERVICE 


Mr. Linpsay. Thank you, Mr. Chairman. 
I have on my right, Mr. Richard E. Slitor, of the tax analysis staff 
of the Treasury Department. 

On my left, Mr. Raymond F. Conkling, of the Chief Counsel’s 
Office. 

I welcome this opportunity to appear before your committee and 
to present the views of the Treasury Department on H.R. 4245, the 
Life Insurance Company Income Tax Act of 1959. 

The Treasury Department supports this important measure. We 
believe that it provides an equitable, long-range basis for the taxation 
of life insurance companies. 

Before commenting on the proposed legislation in greater detail, I 
wish to express the appreciation of the Treasury Department for the 
careful and objective study which your committee and the Congress 
have given to this difficult area over the years. These studies and dis- 
cussions have contributed greatly to the present understanding of the 
problems involved in the taxation of life insurance companies, 

I would also like to say we appreciate the cooperation that we have 

received from representatives of the industry in coping with this 
difficult problem. 
_ The formulation of a reasonable net income basis for taxing life 
insurance So. has been complicated by the fact that the industry 
comprises both stock and mutual sectors which represent alternative 
and eompetitive ways of conducting the life insurance business. 

At the end of 1958 the life insurance industry had assets of around 
$107 billion. Its investment portfolios have been growing at a rate 
of about 6 percent annually. For 1958, the industry had net invest- 
ment income of $3.75 billion, total income from premiums and invest- 
ments of around $20 billion, and a net operating gain of some $1.2 
billion. Insurance in force was on the order of $500 billion. 

_ The number of life insurance companies has been increasing rapidly 
in recent years, having more than doubled since 1950. Of about 1,350 
life insurance companies in operation in 1958, less than 200 were mutual 
and about 1,200 were stock companies. 
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Mutual companies hold about three-fourths of the assets of the 
industry, have about 63 percent of the insurance in force, and account 
for some 58 percent of the net operating gain after policy dividends, 
There have always been certain difficulties in applying the same tax 
formula to both stock and mutual companies, and it is important that 
the tax law should not damage the competitive situation of either 
type of company. 

Since 1921, life insurance companies, both stock and mutual, haye 
been taxed only on a portion of their net investment income, after 
deducting an allowance designed to cover the interest required to meet 
obligations to policyholders. The various tax formulas have ignored 
premium receipts and the underwriting profit which results when 
oremiums exceed actual mortality costs, a policyholder claims or 
cae and related expenses. Capital gains and losses of life 
insurance companies have also been disregarded for tax purposes, 

In 1947 the then applicable law, adopted in 1942, resulted in no 
Federal income tax on the life insurance business. In the last 10 
years a series of stopgap formulas were adopted. The latest of these, 
adopted in 1955, taxes each life insurance company on a fraction of its 
net investment income after a reserve and other policy liability de- 
duction of 87.5 percent on the first $1 million of net investment income 
and 85 percent on net investment income in excess of $1 million, 

The 1955 stopgap formula was originally enacted for 1 year only 
and was extended on a year-to-year basis, For any year in which it 
is not extended, the 1942 formula automatically reapplies. 

The present situation, therefore, is that in the absence of further 
legislation, the 1942 formula would apply to 1958 income, resulting 
in revenues of about $500 million. The 1955 stopgap, if extended, 
would produce $319 million. 

The latest extension of the 1955 stopgap was adopted, as the com- 
mittee will recall, in March of 1958, applicable to income for the 
calendar year 1957. 

While the Treasury went along with the extension of the 1955 
stopgap to 1957 income, it was made clear that recommendations for 
permanent legislation would be submitted by the Treasury Depart 
ment in the near future. The Department has opposed a further 
extension of the 1955 stopgap. 

In April of 1958 the Secretary of the Treasury in similar letters to 
the chairman of this committee and the chairman of the House Ways 
and Means Committee sbmitted suggestions for the development of a 

ermanent tax formula for life insurance companies. These proposals 
eee the basis of intensive study and helpful discussions within the 
life insurance industry. 

In the April 1958 letter, the Treasury recommended that the Con- 
gress consider alternative methods for taxing life insurance companies, 
giving first consideration to a net operating gain or total income 
approach which would reach underwriting profits. 

In the course of subsequent consultations with industry repre 
sentatives, it was urged that a change to the total income approach 
would shift much of the burden of taxes to stock companies and 
permit mutual companies to avoid a share of the tax, thus placing 
stock companies at a competitive disadvantage. 
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Stock companies typically write nonparticipating life insurance 
contracts (with fixed net premiums and no dividends to policyholders) 
and have relatively lower reserves and higher surpluses than mutual 
companies. Mutual companies write participating life insurance con- 
tracts, charging higher premiums at the outset but distributing divi- 
dends to policyholders throughout the life of the policies. ’ 

Since the total income approach would start from net gain from 
operations after payment of dividends to policyholders, the stock 
companies have contended that the mutuals, by increasing the size 
of iheir dividends, would greatly minimize their tax burdens in a 
manner not available to the stock companies. 

As a result of the conversations with industry representatives, stock 
and mutual alike, the Treasury suggested a combination formula 
which would combine elements of the net investment income and total 
income approaches. This suggestion was outlined by Under Secretary 
Scribner in his statement before the subcommittee of the Ways and 
Means Committee November 17,1958. It invoked favorable response, 
some of which is reflected in the public hearings of the subcommittee. 

The combination approach, with some constructive modifications, 
was adopted by the Ways and Means Committee and is contained in 
the bill now before your committee. 

In brief, the bill would tax life insurance companies on an income 
base consisting of three parts: (1) the taxable investment income 
margin above interest needs, (2) one-half the excess of net-operating 
gain over the investment income margin (this part would comprise 
chiefly underwriting gain), and (3) to the extent distributed to share- 
holders, the other half of the underwriting gain on which tax was 
postponed in step 2. 

There will be a more detailed description of each of these steps later 
inthe prepared statement. I will continue with a short description of 
the overall bill. 

Capital gains of life insurance companies would be taxed separately 
at a 25-percent rate, beginning in 1959. Gains would be measured 
with reference to the December 31, 1958, market value or cost, which- 
ever is higher. 

The bill differs from the present treatment in several important 
respects. 

he proposed new formula provides an improved approach in meas- 
uring the deduction for interest needs and the taxable margin of in- 
vestment income. 

The deduction is determined with reference to the situation of the 
individual company rather than on the basis of a fixed percentage 
based on an industry average, as do the 1955 stopgap and 1942 
formula. 

The bill recognizes that underwriting gains are part of the income 
of life insurance companies. Trends in the industry toward group, 
credit, and term insurance which produce underwriting profits but 
relatively little investment income make it increasingly unrealistic to 
confine the tax base to investment income. 

The bill also recognizes underwriting losses. If the net. operating 
gain computed in step 2 is less than the investment income base, the 
net operating gain is the tax base. If there is a net operating loss, 
there would be no tax liability, Present law imposes a tax on invest- 
ment income even if the company is operating overall at a loss. 
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Policy dividends would be deductible in computing net operating 
gain but not to the extent this would reduce the net operating gain 
below the taxable investment income. This is intended to keep th 
investment income tax as a kind of stabilizer or minimum to preven 
mutual companies from deriving an undue tax or competitive adyan. 
tage by deducting policy dividends. 

The proposed recognition of only half the “underwriting gain’ 
on a current basis takes account of the long-term nature of the jp. 
surance business and the resulting difficulty in making a final determ). 
nation of profit in any 1 year. This approach postpones the tax o 
the other half of such income if it is kept in the company for the 
protection of the policyholders. 

No tax is imposed on this other half until it exceeds certain limits 
or is paid in cash to stockholders. 

For the assistance of small companies, the bill provides a special de. 
duction equal to 5 percent of investment income, up to a maximum de 
duction of $25,000. This allowance is similar to the additional 24. 
percent deduction on net investment income up to $1 million under the 
1955. law, but is more liberal for the smaller companies. 

For future years, H.R. 4245 also provides a special deduction for 
investment income on qualified pension plan reserves in computing 
the investment income-tax base. This deduction, equal to the actual 
earnings rate of the company on pension plan reserves, is made grad. 
ually effective in three steps, becoming one-third effective in 1959 and 
fully effective in 1961. This special treatment is in recognition of the 
existing exemption of qualified pension trusts and the fact that small- 
business employers frequently insure their pension plans through 
insurance companies rather than set up pension trusts. 

It is estimated that H.R. 4245 would produce between $540 and $560 
million revenue on the 1958 income of life insurance companies. This 
compares with the $500 million under the 1942 formula and $319 
million under the 1955 stopgap, if extended. Some $500 million of 
the total would arise from the step 1 tax on investment income, The 
1958 estimate takes no account of the tax on capital gains or distriby- 
tions which might arise in future years. 

Of the total estimated tax under H.R. 4245, about 72 percent would 
be paid by the mutuals and 28 percent by the stock companies. This 
represents a small shift of burden percentagewise to stock companies. 
However, it brings the shares of tax more closely in line with the 
shares of business in force. 

Basically, H.R. 4245 embodies a net operating gain or total net 
income approach. The following more detailed discussion indicates 
how the bill provides for arriving at a tax on the net operating gain 
in three steps, with features which help meet the special problems 
encountered in the taxation of the income of life insurance companies. 


PHASE I: DETERMINATION OF TAXABLE MARGIN OF INVESTMENT INCOME 


One of the major features of H.R. 4245 is an improved formula for 
measuring the taxable portion of net investment income. In general 
outline, the proposed formula appears to afford the best available 
approach in determining the amount of investment income subject 
to tax after deducting all interest needed for solvency and competitive 
requirements. 
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Under both the 1955 stopgap and the 1942 formula, the deduction 
for required interest is a specified ag a of investment income, 
§xed by statute or determined on the basis of an industrywide ratio 
of interest needs to earnings. This percentage deduction is 85 percent 

the 1955 stopgap, and about 754 percent. under the 1942 formula 
for 1958. Under each of these formulas the percentage deduction is 
the same for each company regardless of its own experience or 
situation. ; , 

H.R. 4245 provides a deduction for investment income required to 
meet reserve and other policy contract obligations in a manner which 
reflects each individual company’s surplus position and the relation- 
ship between its earned and assumed rates of interest. 

art of this deduction is for interest paid on policyholder deposits, 
policy-dividend accumulations, and similar indebtedness. Past for- 
mulas have subjected this deduction like the reserve interest needs 
oan averaging process. ; 

The most important part of the deduction for required interest is 
for reserve interest needed to build up life insurance and annuity re- 
grves. In this important area the bill provides that the deduction is 
computed as a certain percentage, termed a “deduction rate,” of each 
company’s adjusted insurance reserves. This deduction rate is the 
mean of the actual rate earned by the company on its investments and 
the rate of interest assumed by the company in computing its reserves 
(or the industry assumed rate, if higher). In no case is the deduction 
tate to be higher than the earned rate. 

In applying the deduction rate, the policy reserves are adjusted to 
the extent the deduction rate differs from the actual assumed rate used 
in computing reserves. This adjustment is designed to make the re- 
srves consistent with the deduction rate used. If the deduction rate 
is higher than the assumed rate, as would almost always be the case, 
the reserves are adjusted downward. 

The adjustment of reserves is carried out on the basis of a statutory 
tule, the validity of which has been demonstrated by industry experi- 
ence. Under this rule, for each 1 percentage point by which the de- 
duction rate exceeds the assumed rate, the reserves are reduced by 10 
percent. 

The use of a deduction rate which combines an assumed rate and 

the actual earnings rate of the company not only takes account of in- 
terest needed to maintain solvency. It also recognizes that competi- 
tion within the industry generally requires companies to build into 
their premium structure a credit to policyholders for interest which 
issomewhat greater than the more conservative rate generally assumed 
in building up reserves. 
_ In computing the deduction rate, the industry average assumed rate 
is permitted as a possible relief measure to avoid a possible tax penalty 
on a company that has been more conservative than the industry con- 
sensus. On the other hand, in permitting a company to use its own 
assumed rate, where this is higher than the industry average, the bill 
provides for unusual needs of individual companies. 

Since the deduction rate is a combination of the earned and assumed 
tate, the effect of varying reserve interest assumptions on the deduc- 
ion rate would appear to be minor. Consequently, this provision of 
the bill serves to minimize the problem of possible reserve manipula- 
tion for tax reasons. 
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PHASE 2: EXCESS OF NET OPERATING GAIN OVER THE TAXABLE MARGIN op 
INVESTMENT INCOME (CHIEFLY UNDERWRITING GAINS) 


The second phase of the proposed tax formula deals with a problem 
presented by past formulas based on investment income only, namely, 
the omission from the tax base of underwriting gains. ' 

Important changes within the life insurance industry since 199] 
have increasingly outmoded the old formulas based on the concept that 
the only income of life insurance companies is their investment earn. 
ings. Between 40 and 50 percent of the life insurance now in fore 
involves relatively little investment income. Yet it may produce sub. 
stantial underwriting profit or loss. 

Phase 2 of the bill reaches such underwriting profits by means of 
a simple and direct procedure. The company would first compute its 
net operating gain from all sources. Net operating gain woul repre- 
sent gross receipts from all sources less all expenses and all additions 
to reserves and benefit payments to policyholders. 

From the amount of net operating gain thus determined, the com. 
pany would deduct the taxable investment income computed in phase 
1, since this amount has already been included in the company’s tax 
base. The excess would represent primarily underwriting “profit, 
plus whatever excess of investment income over interest requirements 
was not reached in step 1. 

After determining the excess of the net operating gain over taxable 
investment income, the company would add one-half of the excess 
to its taxable investment income base to arrive at the combined tax 
base under phases 1 and 2. The 50-percent reduction in the so-called 
underwriting gain for purposes of current taxation takes account of 
the point on which the life insurance industry has insisted that it is 
difficult, if not impossible, to establish with certainty the true net 
income of a life insurance company on an annual basis. This m- 
certainty is said to reflect the long-term nature of the contracts and 
the resulting need to retain what may temporarily appear as income 
in the current year as surplus or contingency reserves. 

The 50-percent reduction also has the effect of applying a reduced 
rate of tax on underwriting gains so long as they are kept in the com- 
pany for the protection of policyholders. Consequently, the incentive 
to alter reserves and adopt other changes in business or accounting 
practice merely for tax purposes is correspondingly reduced. 

If the net operating gain is less than the taxable investment income 
or if there is an actual net operating loss, the bill provides for the 
appropriate recognition of underwriting losses. The amount by 
which the net operating gain is less than the taxable investment in- 
come margin may be subtracted in full from the step 1 income base, 
If there is a net operating loss for the year there would be no tax 
liability. 

This feature of the bill should be of particular importance to small 
new companies, which characteristically have net operating losses in 
the early years when the business is being established. These small 
new companies have been required in the past to pay tax on their 
inevstment income regardless of the fact that they may have had 
an overall loss situation. 

The bill also provides for a 3-year catryback and a 5-year carry- 
forward of net operating losses in a manner comparable to that ap- 
plicable to corporations generally. 


IN OF 


blem 
mely, 


1991 
; that 
earn- 
force 
 Sub- 


ns of 
te its 
epre- 
tions 


vhase 
3 the 
rofit, 
nents 


xable 
‘Xcess 
1 tax 
alled 
nt of 
it is 
& net 
$ Un- 
3 and 
come 


luced 


ntive 
nting 


come 
r the 


it by 


it in- 
O tax 


small 
es in 
small 


their 
; had 


t ap- 


TAX FORMULA FOR LIFE INSURANCE COMPANIES 25 


PHASE 3. TAX UPON DISTRIBUTIONS OF STOCK COMPANIES 


The third step provided under the bill provides a supplement for 
ie partial tax on underwriting gains under step 2. One-half of 
ie underwriting gains are taxed currently under step 2 but tax is 

poned on the other half in view of the uncertainty as to the ulti- 
gate earnings results. Tax is deferred on this portion of the under- 
miting gain so long as it is kept in the company for the protection 
policyholders or until it is accumulated beyond stated limitations. 

The tax on distributions would apply under any of the following 
wnditions: (1) If the company pays cash dividends or cash distribu- 
jjons to stockholders which are in excess of the amounts of invest- 
nent income and underwriting income which have previously been 
xed, (2) if the cumulative amount on which tax is postponed ex- 
weds 25 percent of life insurance reserves or 60 percent of the net 
pranium income, whichever is greater, or (3) if the company ceases 
ibe a life insurance company. 

There are further provisions for equalization of stock and mutual 
wmpanies. 

Qne of the major considerations in the formulation of an equitable 


ing-range formula for the taxation of life insurance companies is 


te comparative treatment of mutual and stock companies. 

Throughout the development of this legislation, stock companies 
iave been concerned that the mutuals, by increasing the size of their 
fvidends, might greatly minimize their tax Nabilities in a manner 
wt available to the stock companies. To meet this objection, the 
ill has provided that policy dividends may be deducted from the 
“ 2 tax but are not Siowad to reduce the investment income base. 

he portion of the tax base established in step 2 consists chiefly 
underwriting gain arising primarily from the excess of premiums 
pid over mortality cost and other expenses. Consequently, it repre- 
wits moneys contributed by the policyholders themselves which it 
wuld be inappropriate to tax if returned to the policyholders. On 
te other hand, the investment income base represents income received 
fom third parties which it would be inappropriate to exempt after 
ireasonable allowance is made for the amount of interest required 
build up policy reserves and meet other interest obligations on a 
ound and competitive basis. 

Because of the redundant premiums charged by mutual life insur- 
ines companies, they have an additional cushion besides their surplus 
vith which to meet possible adverse operating experience. Stock 
wompanies, with their lower initial premiums, do not have this cushion 
ind, consequently, must maintain a larger surplus. In recognition 
if this situation, the bill provides a deduction of 10 percent of the 
wt increase in reserves on nonparticipating life insurance contracts. 
This special deduction is limited to the step 2 or underwriting gain 
portion of the tax base. It would not be permitted to reduce the net 
investment income base. 


OTHER FEATURES OF THE BILL 


In computing the net operating gain, the companies are allowed 
‘special deduction of 2 percent of net premiums on group life and 
group accident and health insurance business. This allowance is 

8753259 8 
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patterned after the reserve requirements of two States for pu 
of strengthening the financial safety of companies conducting this 
kind of business. 

The bill also permits companies using the preliminary term method 
of computing reserves to determine their income tax as if they were 
on the stronger net level premium reserve basis. This feature would 
generally be of assistance to smaller companies. 

In view of the more adequate taxation which the bill provides of 
the entire net operating gain from all sources, it also extends the 
generally applicable individual dividend-received credit and exely. 
sion to stockholders of life insurance companies. 


CONCLUSION 


The income tax liability under H.R. 4245, as compared with the 
liability under past formulas, would be more in accordance with the 
true taxable capacity of life insurance companies. The bill would 
remove the inequities and inadequacies of the past. formulas which 
have required some companies to pay tax although they had no true 
net earnings while imposing a disproportionately low tax based on 
investment income in the case of other companies with large profits, 

The staff of the Treasury will be ready to assist the committee at 
its request in its further consideration of the bill and related aspects 
of its work on the taxation of life insurance companies. 

The Cuarrman. Thank you very much, Mr. Lindsay. 

As I understand it, step 1 is expected to bring in revenue of $500 
million. Step 2 brings in a revenue of between $45 million and $60 
million. 

Mr. Linpsay. That is correct. 

The CuatrMan. You have no estimate of the revenue from step 3! 

Mr. Linpsay. Step 3 does not come into operation for 1958, so 
there would be no revenue from step 3 at all in 1958. 

In future years, the amount of revenue would depend on the speed 
with which certain companies reached the limitations and the divi- 
dend distribution policies of companies in general. It could not at 
the most exceed $50 million, and it would probably be much less 
than that. 


The Cuarrman. The fact, then, is that with the exception of next | 


year the total tax revenue will approximate $600 million. 

Mr. Linpsay. For 1959? 

The Cuarrman. No; for the years after the step 3 becomes operative. 

Mr. Linpsay. After step 3 becomes operative, it would increase 
the revenue yield above $550 million. Whether it would go so far as 
reaching $600 million is a matter of conjecture. I would doubt it 

The Crarmman. I understood yesterday when you gave us a brief- 
ing, that you thought it would be approximately $50 million. 

Mr. Lrxpsay. That is the maximum amount from step 3. 

The Cuatrman. So, therefore, it is estimated at $550 million-$5 
million for this year; is it not? 

Mr. Linpsay. Yes. 

The Cuatrman. Then it will be $600 million on a permanent 
basis. 

Mr. Lanpsay. I imagine in future years there would be more revente 
from step 1 and step 2 as well as from step 3. 
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The Cuarrman. That will be due to the improvement and changes 
of conditions. I am speaking of the conditions as they exist today. 

Mr. Linpsay. As they exist today—— 

The CHAIRMAN. Soit is ey, a $600 million bill. 

Mr. Lanpsay. That is counterbalanced, however, by the fact that 
starting in 1959, the special provision for pension business comes into 

lay, which would cost about $20 million in 1959, and an additional 

) million in 1960, and an additional $20 million in 1961. 

The CuarrMan. That compares with $319 million under the stop- 

p legislation, which expired on January 1 of this year. Then the 
insurance companies were taxed 15 percent on their invested income. 
The 1942 act, which is in effect today, if not disturbed, it would bring 
in $500 million. 

Mr. Lrnpsay. That iscorrect, Mr. Chairman. 

The Cuarrman. And on the basis of 25 percent or approximately 25 

recent of tax on investment income. 

Mr. Linpsay. That is correct. 

The Cuamman. This legislation provides for 25 percent on in- 
yestment income. I want to get those facts clear. 

Senator Kerr, do you have any questions ¢ 

Senator Kerr. Why do you think $50 million will be the maximum 
ultimate under step 3, Mr. Lindsay ¢ 

Mr. Linpsay. Well, $50 million represents half the excess of gains 
from operations over investment income—the $100 million would rep- 
resent the whole. The first figure represents half. We receive roughly 
$50 million in phase 2 and the balance not taxed represents another 
$50 million. If all of that was distributed out as dividends, there 
would be an additional tax of $50 million. I do not believe it would 
all be distributed out. 

Senator Kerr. That is $50 million / 

Mr. Linpsay. $50 million. 

Senator Kerr. What is the present relative situation with reference 
to income of companies in that particular category as compared, say, 
to 10 years ago / 

Mr. Lixpsay. Are you talking about the net operating gain or the 
investment income / 

Senator Kerr. The net operating gain. 

You referred here to the vast change in the general structure and 
operation of the insurance business as compared to 1921. 

Mr. Linpsay. Today, about 40 to 50 percent of the insurance in 
force is term insurance of one kind or another, whereas some years ago 
that was a very small percent. 

Senator Kerr. If you were to chart the gain in the percentage of the 
total which that character represents in the business, would it not be 
avery sharply rising curve? 

Mr. Linpsay. Yes, it would be a very sharply rising curve, 

Senator Kerr. If that angle of increase continues, would it not. in- 
crease both the 50 percent or the revenue from the 50 percent that 
would be currently taxed, as well as the amount which would be re- 
ceived under step 3? 

Mr. Linpsay. Yés, I think that that is correct, Senator Kerr. 

Senator Kerr. So that your estimate of $50 million limit to be col- 
lected under step 3 is calculated on the basis of what the 1958 busi- 
ness was. 


~~ 
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Mr. Laxpsay. That is correct, yes. 

Senator Kerr. And not on the basis of what, in your j udgment, the 
trend and the amount of business done will very likely be. 

Mr. Linpsay. That is correct, sir. I do not assume, however, that 
many companies would be distributing out dividends sufficient to trig. 
ger that step 3 tax. That step 3 tax might be deferred for some 
years in many cases. 

Senator Kerr. You have got the triggers built in, though, have you 
not ? 

Mr. Linpsay. Yes, the triggers are built in, but are—— 

Senator Kerr. Are they not self-executing under this billf 
{ Laughter. | 

Mr. Linpsay. The bill does not require the company to distribute g 
dividend in cash. 

Senator Kerr. No, but what about—— 

Mr. Linpsay. The ceilings? 

Senator Kerr. What about these ceilings. 

Mr. Linpsay. The ceilings are on the liberal side, and for an in. 
surance company that has long-term risks, the chances are the ceiling 
would not come into play. ; 

Senator Kerr. Well, I agree with that. I think the ceiling of the 
25 percent of life insurance reserves is either very liberal or very exten- 
sive. In fact, I think it is such that it constitutes no ceiling at all, does 
it, in your judgment? 

Mr. Lanpsay. Well, it would constitute a very real ceiling fora 
company dealing only in short-term business and having no reserves, 

Senator Kerr. I am talking about the kind of company that you 
were talking about which wrote much business in the long-term 
contracts. 

Mr. Linpsay. I do not think that ceiling would be an important 
factor for that kind of company. 

Senator Kerr. In your judgment, do you think that ceiling is too 
high ? 

Mr. Lanpsay. I think we certainly should reconsider the ceilings, 

Senator Kerr. In other words, if you are going to call it a ceiling, 
you ought to make it a ceiling. 

Now, the 60 percent of the net premium is a very real ceiling, is it 
not? 

Mr. Linpsay. Yes, that is a real ceiling, and that ceiling, of course, 
would benefit. a company even with short-term life insurance busines 
without any reserves at all. 

Senator Kerr. For how long? 

Mr. Linpsay. It depends on the company. Some companies might 
hit the ceiling within 2 years, and others 5 years. 

Senator Kerr. In your judgment, what would be the average, not 
of the number of companies, but of the companies with reference to 
the amount of that class of business they write ? 

Mr. Lanpsay. Three to five years, I would say, for companies that 
do not have long-term business. 

Senator Kerr. What about a company which writes both short 
term and long-term, that is, policies with reference to which nor 
serves or small reserves are required, and also policies with referent 
to which substantial reserves are required? Would that company 
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have an advantage over—would this bill discriminate against com- 
jes whose business was limited primarily to term insurance or 
surance with small reserve requirements ? 

Mr. Linpsay. I do not know that it would discriminate against such 
empanies. I would think that it is fair to say that the deferral of 
half of the excess of gain from operations in step 2 is mainly necessary 
where you have a long-term risk. 

If you are dealing with a risk of 1 year and then the risk disappears, 
the deferral is less necessary. 

Senator Kerr. Let us say you have two companies, one of which 
writes three-fourths long-term and one-fourth short-term. Another 
company writes three-fourths short-term and one-fourth long-term. 
Js the 25 percent ceiling here with reference to the building up of 
reserves to cover long-term obligations such as would result in a 
situation where the company with three-fourths short-term and one- 
fourth long-term would be discriminated against by this 60 percent 
of the net. premium limitation ? 

Mr. Lanpsay. Company No. 2, with the three-fourths short-term 
and one-fourth long-term would hit a ceiling more quickly than com- 
pany No. 1. 

Senator Kerr. And the other one might never hit the ceiling? 

Mr. Linpsay. The other one might never hit the ceiling. 

Senator Kerr. In your judgment, does that constitute a discrim- 
ination ¢ 

Mr. Linpsay. It depends on the purposes of the deferral of part of 
the income tax. If it is designed to take care of the problem of long- 
term risks, I do not think it is a discrimination. 


Senator Kerr. Do you not think that the provision to take care of 
the long-term risk should be limited to what is necessary to take care 
of the long-term risk in the event you decide or it is decided that 
this is a sound principle, and not of sufficient .proportions, first, to 
take care of the long-range reserve requirements and, second, to pro- 
vide a ceiling which would neutralize or nullify the 60 percent of 
net premium with reference to, let us say, 10 percent or 15 or 25 


— 


percent of the total business written on a short-term basis ? 

Mr. Linpsay. I think of the two ceilings, that the ceiling which 
makes the most sense—and I am not now speaking of the percentages 
that were used in the bill—is a ceiling based on reserves rather than 
aceiling based on premiums, because it is through the reserves that 
you have a measure of the long-term risk. 

Iam not so sure I was responsive to your question. 

Senator Kerr. I am not, either. [Laughter.] 

And I am not critical, because I know you have done a terrific job 
m this thing, and it is moving out into unexplored territory, and 
I must say that your contribution is not only very valuable, but very 
necessary, because it is a situation in which, so far as I am concerned, 
leould get lost mighty easily. 

In your statement, Mr. Lindsay, the deduction is determined with 
reference to the situation of the individual company, rather than on 
the basis of a fixed percentage based on an industry average as to 
the 1955 stopgap and the 1942 formula. 

That is not entirely correct, is it? Is the company permitted under 
this bill in the fixing of its taxable investment income to measure the 
deduction for interest needs solely on the basis of its own experience ! 
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Mr. Lanpsay. If the industrywide experience would give it a larger 
deduction, it would take that under the bill. 

Senator Kerr. I gathered, or I got the impression, that you told 
us when we were trying to halfway catch up with you in the matte 
of understanding this bill, that there would be some $40 or $45 million 
difference in the revenue that would be produced by the bill as writ 
and in the bill if it were amended to permit each company’s taxes to 
be fixed on the basis of its individual experience 

Mr. Linpsay. You are referring there to its individual e: arnings ex. 
perience alone, I take it. 

Senator Kerr. That is right. 

Mr. Linpsay. Basing the deduction rate on the actual earned rate 
of the company with a 5-year average; is that what you are refer. 
ring to? 

Senator Kerr. Yes, sir. Well, that was the example used as y 
standard of measuring the actual rather than the assumed income of 
the company, what its own experience had been. 

Mr. Linpsay. Yes. 

That kind of a formula, of course, gets away entirely from reserve 
assumptions, and assumed rates of interest, and there is much tobe 
said for it. 

It would cost revenue, and also perhaps realistically, if a company 
was going to revalue its reserves it would not pick its earned rate, 
but something between its earned rate and its assumed rate, so we 
think the formula in the bill has merit. 

I might say that basing the deduction on investment income on the 
company’s individual earnings was a suggestion that came from the 
industry, and I think it was the first suggestion that showed the way 
to get away from these industrywide formulas which are somewhat 
arbitrary and unfair. 

The modification of that in the bill that picks a mean between the 
assumed rate and the earned rate was developed in the Treasury and 
accepted by the Ways and Means Committee. I don’t think it was 
overly enthusiastically received by the industry, however. 

Senator Kerr. That is understandable, isn’t it? 

I mean, if you were the taxpayer, wouldn’t you feel that the ex 
perience of your own earnings base would be a more equitable one on 
which to fix a tax liability than one which would be in part determined 
by the experience of others? 

Mr. Linpsay. Yes,I do. But I don’t think the bill now looks at the 
experience of others except as a relief measure. 

Senator Kerr. Well, then, how is it that if the bill were written so 
that the company could use its own experience it would produce $0 
million less revenue ? 

Mr. Linpsay. If I was a taxpayer I would think that the fairest 
one was the formula that produced the least revenue, I would imagine. 
[ Laughter. ] 

Senator Kerr. Well, as a representative of the Treasury, if that 
formula is the one that is actually the experience of the taxpayer, 
would you not think that it had an element of fairness to it? 

Mr. Linpsay. Yes, and I do think this: that picking a fair formula 
and the right formula for a permanent bill is more important than 
the immediate revenue effect. 
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Senator Kerr. I agree with that. And this is to be in its present 
form, if enacted into a permanent bill ? 

Mr. Linpsay. Right. 

Senator Kerr. In your statement, you say: 

This is intended to keep the investment income tax as a kind of stabilizer or 
pinmum to prevent mutual companies from deriving an undue tax or competi- 
tive advantage by deducting policy dividends. 

Now, how long have the mutual companies been operating on the 
basis of policy dividends? 

Mr. Linpsay. For many, many years since their inception. 

Senator Kerr. Well, how long? 

Mr. Linpsay. Since before 1921. I don’t know myself. 

Senator Kerr. Was it before 1921? 

Mr. Linpsay. A hundred years, perhaps. 

Senator Kerr. I say, wasn’t it before 1921 ? 

Senator McCarruy. About 1740. 

Senator Kerr. I am really asking for information, and I am not a 
bit proud. I would be gl: id to get it from any authoritative source, 
how long have they been follow ing th: at practice ? 

Mr, Lrxpsay. I have the 1958 Life Insurance Fact Book, and there 
are some historical dates appearing on page 115. 

The first date here is 1759. 

Senator Kerr. I thought it had been a matter of centuries, neither 
years nor decades, and ‘therefore, it is a situation that is about as 
deeply rooted in our economy as any operation we have, isn’t it? 

Mr. Linpsay. Yes. 

Senator Kerr. Now, am I right in believing that this bill, as writ- 
ten, while it is written as a tax bill, would, in effect, operate to make 
avery great basic change in that situation that has prevailed for 200 
years, and that: it might be accurately described, in part, as a bill to 
equalize competitive positions between structures of different basic 
principles, as much as being a tax bill? 

Mr. Lanpsay. Let me divide that question into two parts. 

Senator Kerr. Very good. That will do me a favor. 

Mr. Linpsay. First is a basic change made in this bill. 

The 1942 formula would produce $500 million of revenue based on 
investment income alone, which could not be reduced at all by any 
dividend paid to policyholders. 

Senator Kerr. Well, now, I understand that that is true. But we 
covered that yesterday. Do you know anybody who has ever officially 
approved the 1942 formula since it was enacted ? 

{r. Linpsay. I don’t know of anybody. Maybe at the time some- 
body supported it. 

Senator Kerr. Haven’t the Treasury and Congress both repeatedly, 
on the basis that they couldn’t approve it, enacted legislation year 
after year ? 

Mr. Linpsay. That is correct. The 1942 formula is not a sound 
formula. 

Senator Kerr. So that in referring to the 1942 act, we would really 
be making quite a drastic change in attitude if wa did so on the basis 
that it was a sound standard or formula from which to operate ; 
wouldn’t we? 
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Mr. Linpsay. Yes, But any investment income formula since 199} 
would be such as not to permit a deduction of dividends to policy. 
holders to reduce the taxable margin of investment income, Phat is 
true under the stopgap formula, and it is true under the 1950 formyla, 

I would like to point this out: I believe in 1958 there were about 
$1,400 million of dividends paid to policyholders. About nine-tenths 
of that amount gets the full benefit of the deduction under this bill, g9 
that very few mutuals in effect would be paying a tax under phase 9 
because those deductions reduce or eliminate phase 2. 

Now, according to our latest calculations with the industry repre. 
sentatives, perhaps about $140 million, or 10 percent of that total is 
wasted and not utilized to reduce the step 1 measure of the tax. 

Senator Kerr. You don’t mean it is wasted. You mean it is just 
not significant in the determination of tax liability. 

Mr. Linpsay. Well, that excess amount of dividends paid to poliey- 
holders does not reduce the investment income base. ; 

Senator Kerr. But I mean the term, the word “wasted.” 

Mr. Linpsay. Perhaps the wrong word was used. 

Senator Kerr. Yes. 

Mr. Linpsay. It would probably be fair to say that a very large por. 
tion of the dividends paid to policyholders is a readjustment in the 
price of premiums. Although this is a point which is disputed by 
some, probably part of it represents a return on the earnings of in- 
vestment, maybe in the order of 10 percent. It is very hard to compute 
exactly what amount of the dividends paid represents a return on 
investment as opposed to a return of capital. 

It is our belief that step 1 catches that amount as reasonably as 
can be done. 

Senator Kerr. But on step 2, if the application of it—step 1 would 
result in a greater income under step 2 than under step 1 under this 
bill, you tax half of the excess immediately and the other half, if it 
ever exceeds a certain limit or goes in the form of dividends. 

Mr. Linpsay. Yes. 

Senator Kerr. Yet, if there is a deficit you give no credit against 
phase 1. 

Mr. Linpsay. We do, except to the extent that the deficit is attrib- 
utable to dividends paid to policyholders. 

Senator Kerr. Well, now, how else would there be a deficit ? 

Mr. Linpsay. Excess expenses over premiums, losses. 


total, would it not ? 

Mr. Linpsay. Well, for some companies it is large. 

Senator Kerr. Well, I mean, but insofar as the effect of the bill | 
is concerned, that would be an insignificant item, relatively? 

Mr. Lanpsay. Relatively, yes, that is correct. To the company af- 
fected, however, it is a very important aspect of the bill. 


Senator Kerr. Well, that would be a very insignificant part of the | 


Senator Kerr. Well, now, that is true with reference to the com- 


pany affected that is in that $140 million operation, too, isn’t it, that 
is a very effective item so far as they are concerned? I mean, if we 
are going to judge the bill on that basis alone, there would be signif: 
cance either way, wouldn’t there? 

Mr. Linpsay. Yes. 
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Senator Kerr. I would like for a little more detailed explanation 
ofthis paragraph in your statement: 

For the assistance of small companies, the bill provides a special deduction 
equal to 5 percent of investment income, up to a maximum deduction of 
$25,000 

Mr. Linpsay. The 1955 stopgap law contains a special deduction 
designed to help the smaller companies. There is no similar pro- 
yision in the 1942 formula. 

Under the 1955 stopgap there is a deduction of 2.5 percent of the 
net investment income up to $1 million, which, in effect, means that 
there is a Maximum deduction of $25,000. 

This is changed so that the deduction will be 5 percent of the first 
$500 million of investment income, still leaving 
Senator ANperson. Five hundred million ? 
Mr. Linpsay. Five hundred thousand—still leaving an overall ceil- 
ing in the deduction of $25,000, but by increasing the percentage and 
~ Sion the amount of investment income to which it can apply, 
you spread the benefit more equitably among the smaller companies. 
Senator Kerr. Does that mean that 5 percent of the investment 
income up to a certain amount is not taxable? Is that what that 

means ? 

Mr. Linpsay. Yes, it is a deduction from investment income. 

Senator Kerr. It doesn’t mean that the first $25,000 of investment 
income is free of taxes ? 

Mr. Linpsay. No. It is a deduction from investment income up to 
$25,000. 

Senator Kerr. But in order for a company to get that much of a 
deduction, it would have had to have made $500,000 ? 

Mr. Linpsay. Yes. 

Senator Kerr. Then, I am sure they won’t object to that, but isn’t 
it kind of a play on words to say that that is for the assistance of 
small companies ? 

Mr. LinpsAy. Well, it is designed to assist small companies. 

Senator Kerr. Suppose a company makes $5 million, they still get 
that deduction ? 

Mr. Linpsay. They still get that deduction, but it is relatively un- 
important because of the ceiling of $25,000. 

enator Krrr. Well, if you wanted to really make it effective, 
wouldn’t you increase the percent of deduction with reference to the 
first part of the $500,000, instead of making it 5 percent only on what- 
ever amount they earned up to $500,000? 

Mr. Lixpsay. Well, that is the direction we moved in the bill, moving 
it from 2.5 to 5 percent. 

Senator Kerr. But we don’t move very fast, do we? [Laughter.] 

Mr. Linpsay. Just doubled. [Laughter.] 

Senator Kerr. Now, I would appreciate a little more detailed ex- 
planation of earnings on pension hin reserves. 

Mr. Linpsay. Relating to qualified pension plans 

Senator Kerr. Relating to the earnings on the pension plan reserves. 

Mr. Linpsay. Under the bill 

Senator Kerr. First, let me ask you this: 

Are those earnings taxable to an insurance company now under 
the 1942 formula ? 
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Mr. Lanpsay. Yes, they are. 

Senator Kerr. What other financial institutions in the same ep. 
deavor are subject to the same tax treatment ? 

Mr. Linpsay. Banks and trust companies also deal with qualified 
pension plans, but the pension trusts are completely exempt, go J 
would say no other 

Senator Kerr. So—— 

Mr. Linpsay. Institution is taxed 

Senator Kerr. So, generally speaking, there are three kinds of 
financial institutions handling these, what do you call them, trusteg 
pension plans? 

Mr. Linpsay. Trusteed pension plans. 

Senator Kerr. One is insurance companies, banks, and trust com. 
panies. 

Mr. Linpsay. Insurance companies and trust companies. 

Senator Kerr. And generally speaking, that is the only group now 
handling those ? 

Mr. Linpsay. Generally speaking. 

Senator Kerr. And only the operation of insurance companies are 
taxed. 

Mr. Lanpsay. That is correct. 

Senator Kerr. And in this you attempt to recognize that discrimi- 
nation and remove it gradually ? 

Mr. Lanpsay. Remove it gradually, starting in 1959. 

Senator Kerr. Well, is it possible that it may have already pre- 
vailed too long, and that we should approach it more rapidly than 
the provisions of the bill would sianaatah ? 

Mr. Linpsay. I think this provision in the bill probably takes care 
of it pretty well. It permits a period of time for other insurance 
companies to get into this kind of business. 

Senator Kerr. Is the thought that if you are going to cut the dog's 
tail off, that you would hurt him less by doing it an inch at a time! 
[ Laughter. | 

Mr. Linpsay. Certainly, it would benefit the companies engaged in 
this business more—— 

Senator Kerr. If the principle is wrong, why eliminate it gradually, 
Mr. Lindsay, or why be gradual in the elimination? If it is a dis- 
crimination, isn’t it possible that it has already prevailed too long?! 

Mr. Linpsay. We think a 3-year gradual phasing in of this provi- 
sion is fast. enough to take care of the competitive situation and with- 
out losing too much revenue all at once. 

Senator Kerr. Do you think in order to make it entirely fair, that 
you ought to make whatever tax is retained after 1958 should apply 
to all that are engaged in a similar business ? 

Mr. Linpsay. You mean have it apply to 1959 in full? 

Senator Kerr. No; I mean if you are going to have it apply to in 
surance companies in 1959, why not have it apply to the trust com- 
panies in 1959? 

Mr. Linpsay. You mean tax the trust companies? 

Senator Kerr. Yes. 

Mr. Linpsay. That would be another way of approaching this prob- 
lem, one we have not considered. ; 








ne en. 


alified 
, 80] 


ds of 


| com- 
D now 
8S are 


‘Timi- 


, i 

than 
3 care 
rance 


dog’s 


time! 
ed in 


rally, 
1 dis- 
ig! 

rovi- 
with- 


that 
pply 


‘0 in- 
com- 


orob- 


| this discrimination entire 


TAX FORMULA FOR LIFE INSURANCE COMPANIES 35 


Senator Kerr. Well, frankly, I don’t know of any justification to 
apply a tax to one group engaged in a line of business and not apply 
itto a competitive group engaged in that same line of business. 

On the basis of sound tax principles, do you know of any reason why 

ushould ? 

Mr. Linpsay. No; I think we should avoid it, and I think this bill 
sttempts to avoid it. 

Senator Kerr. Let’s say that that is the assumption we are dealing 
under, or proceeding under, and agreeing in that, then should not we 
doit immediately rather than ina phasing out process? 

Mr. Linpsay. We could. It would be done at a cost of $60 million 
instead of $20 million, and I think there is a balancing of the cost 
and the benefits to be received. 

Senator Kerr. Let’s see; you do it in how many years? 

Mr. Linpsay. Three. 

Senator Kerr. Three years. And when it is accomplished, the re- 
duction in revenue will be $60 million ? 

Mr. Linpsay. That is correct. 

Senator Kerr. How much do we reduce the first year ? 

Mr. Linpsay. One-third, which is a reduction in revenue of $20 
million. 

Senator Kerr. So your net gain in revenue that year is $40 million ? 

Mr. Linpsay. Yes. 

Senator Kerr. And the second year you reduce two-thirds of it? 

Mr. Linpsay. Two-thirds. 

Senator Kerr. So your net gain that year is $20 million ? 

Mr. Linpsay. That is correct. 

Senator Kerr. The third year none? 

Mr. Linpsay. Right. 

Senator Kerr. I think your assistant is rising there to correct you 
andme both. If he is, I want to get in on it. 

Mr. Surror. I was merely pointing out that the proposed exemp- 
tion for pension plan business operates primarily under the phase 1 
tax base. 

Senator Kerr. It is not any less painful by reason of its being under 
one phase or the other. [Laughter. ] 

Or is it ? 

Mr. Surror. No, sir; but it doesn’t have the effect of wiping out the 
net operating gain in step 2, as I thought you were suggesting. 

Senator Kerr. No, no. At the moment I was just exploring the 
basis of the continuation of the tax which is being phased out because 
of its being discriminatory, and I was just trying to get into the record 
the amount of money that we, if we approve this bill, will say is suffi- 
cient to justify the discrimination. 

In other words, if we approve this bill as is, instead of eliminating 

“i to begin with, aren’t we saying that for a 
return of $60 million we are doing something that we ought to do 
but we are doing it gradually instead of immediately. 

Mr. Linpsay. That isa very fair statement. 

Senator Kerr. Well, we may be in shape, of course, where $60 mil- 

lion is enough of a consideration to get us to do gradually what we 

ought to do immediately, that is what it reduces itself to, doesn’t it? 
fr. Linpsay. Yes, sir. 
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Senator Kerr. I didn’t find it, if it is in your statement I didn} 
catch it. 

Isn’t there something in your bill where you are taking about § 
years in which to catch up on a tax that you feel they owe on some part 
of earnings already had and which you are letting them pay out over 
a period of 4, 5,6 or 7 or 8 years ? 

Mr. Linpsay. That. is the accrual. At present life insurance com. 
panies are paying taxes on a hybrid basis in some cases. 

Senator Kerr. Ona what? 

Mr, Linpsay. Hybrid basis, part cash basis and part accrual, This 
bill puts them all on the accrual basis for tax purposes. That ma 
mean an adjustment in some cases where items that ordinarj] 
wouldn’t have been included in 1958, because of the cash basis, would 
be included on the accrual basis, and if the adjustment increases the 
tax over a certain amount it can be paid over a period of 10 years. 

Senator Kerr. How much do you estimate that would be? 

Mr. Linpsay. About $4 million a year, I am advised. 

Senator Kerr. A total of $40 million? 

Mr. Linpsay. Yes. 

Senator Kerr. And you propose to collect the $4 million a year? 

Mr. Linpsay. Let me say also to the extent that the accrual relates 
to years prior to 1958, which it might, we apply the rates effective 
under the stopgap rather than the larger rates effective-——— 

Senator Kerr. But that is in determining the liability, not in pre 
scribing the time of payment ? 

Mr. Lianpsay. Yes, that is correct. 

Senator Kerr. Now, in order to ease the pain that we may have 
here by reason of losing this $60 million, if we decided to lose it, 
would there be some compensation to the Treasury if we fixed it so that 
that liability for the $40 million would be payable in that first and 
second year, rather than in a 10-year period ? 

Mr. Linpsay. There would be compensation as far as a revenue is 
concerned, but I think we would be really creating a hardship fora 
number of companies, where some companies would be paying for the 
cost of the benefit extended to another company. It is a bunching of 
income problem here when you shift your methods of paying the tax. 

Senator Kerr. Don’t you think that there is just as real a hardship 
to a company in the business of operating a trustee pension plan that 
sees itself over a period of years having been losing its position be 
cause it was subject to tax and somebody else wasn’t, and now you 
say you are going to rescue him, but you are going to wait until cg 
go down three times, or maybe just before they go down the thi 
time, and pull them out and then next year you are going to let them 

o down twice, and then after that year you won’t push them in at 
all? [Laughter. | 

Mr. Linpsay. Well, each year looks better than the last to them 
over this 3-year phasing in. 

Senator Kerr. But in the meantime, that which hasn’t been removed 
and results in their loss of business, it becomes more or less academi¢ 
to them, doesn’t it? 

Mr. Lanpsay. It would. 

Senator Bennerr. Will the Senator yield for an observation ? 

Senator Kerr. Yes. 

Senator Bennett. This business of spreading accumulated liability 
resulting from a change from the cash to the accrual basis, this pattern 
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of spreading it out over the future is a standard pattern that has 
lied to other forms of taxation. There have been other circum- 
stances where in order to get uniformity the Treasury has said every 
taxpayer must report on an accrual basis hereafter, and the Treasury 
has given those taxpayers a spread forward in order to prevent bunch- 
ingup of that a in a single year. © 
this, in this bill, is the application of a pattern that has been 
existing for some time whenever this problem presents itself. 

Is that fairly accurate? ; 

Mr. Linvsay. Yes, both the 1954 code and again the Technical 
Amendments Act of 1958, section 481, provided for such a spread. 

Senator Kerr. I wanted to say to the Senator, I was not putting my- 
gif in the posture of favoring any action the Treasury recom- 
mended 

Senator Bennett. I understand. 

Senator Kerr. That would ease the pain to the taxpayer. I was 
just seeking an alternative which might be an acceptable gesture to 
the Treasury to persuade them to more appropriately ease the pain 
ofthe taxpayer in this other situation. 

Senator Bennett. I understand, but since the question was dis- 
eussed, I felt that the Senator would be willing—this relation of 
accrual in this situation and the relation of accrual to other situations 

ight properly belong in the record. 

nator Kerr. Thank you. 

In your statement you say: “The 1958 estimate takes no account of 
the tax on capital gains or distributions which might arise in future 
ears.” 

: Do you have an estimate of how much the gain from that will be 
when it becomes effective after, I believe, 1959 or after 1958, which- 
ever one of the cases it is? 

Mr. Linpsay. Well, this last sentence refers to both the capital 
gains tax and also to the third step. 

Now on the capital gains tax 

Senator Kerr. My question is limited to the capital gains tax. 

Mr, Linpsay. On the capital gains tax we have no estimate. You 
will recall that the bill provides for a new March 1, 1913, basis rule 
brought up to date in 1958, so that a company selling property which 
ithas held for many years and which has appreciated in value prior 
to 1958 would not have to pay a tax on that prior appreciation. 

Now perhaps in the long haul, in the future some appreciable reve- 
nue will come from the capital gain provision. But in the early years 
we doubt that there would be much revenue involved. 

Senator Kerr. Don’t you think that that will be the source of con- 
siderable revenue / 

Mr. Linpsay. Not immediately. The capital gains tax would be 
based only on appreciation occurring after 1958, and even so, it would 
not come in 

Senator Kerr. Well, 1958 wasn’t such a good year. I am sure that 
you regard it as a measure of tax revenue or you would not have 
recommended it to be in the bill. 

Mr. Linpsay. It was put in the bill more in terms of principle 
mther than in the belief that it really would produce a tremendous 
amount of revenue. 

Senator Kerr. Then you think that the capital gains revenue will 
hot be consequential ? 
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Mr. Linpsay. It is hard to predict whether it will or not. 

Senator Kerr. Thank you very much. 

The CuatmMan. Senator Williams? 

Senator Wiis. Mr. Lindsay, in connection with that same ques. 
tion on capital gains, would the capital losses likewise be deductible! 

Mr. Lanpsay. As in the case of other companies they would offsg 
capital gains and be carried over. 

Senator WitiiaMs. I understand from your statement, these gains 
would be measured in reference to the December 31, 1958, market 
value or cost, whichever is higher ? 

Mr. Lanpsay. Tliat is correct. 

Senator Wir11ams. That December 31, 1958, value was practically 
at an alltime high, was it not, so far as securities are concerned?! — 

Mr. Linpsay. Well, it was the situation that existed for the firs 
year in which this bill is intended to apply. Since the companies 
were never taxed on capital gains before, we thought we ought to tax 
them only on appreciations occurring after the date of the first year, 

Senator WiriiaMs. I am not questioning that, but just pointing 
out that you are freezing them at the higher of either cost or of 
Decemer 31, 1958, price, which likewise was very high; is that correet! 

Mr. Linpsay. That is correct. 

Senator Wiit1ams. Now suppose company X had securities, we 
will say, that cost $1,000. 

The market from the present level could conceivably drop, and 
maybe they had a valuation as of December 31, 1958, we will say, of 
$3,000. 

If they sell them at $2,000, they would still have $1,000 profit, but 
they would have $1,000 as a loss—a $1,000 loss for tax purposes; is 
that correct ? 

Mr. Linpsay. No. The way this operates there would be no los 
under those circumstances. It follows the March 1, 1913, rule; it 
must be a real loss before there can be a loss. 

Senator Wit.iaMs. It must be a real loss, that is the question I 
wanted answered. What basis do you use for the depreciation om 
capital assets in determining valuation ? 

Mr. Linpsay. Adjusted cost; adjusted basis. 

Senator Wir11aMs. If an asset is depreciated completely out, how 
would that figure ? 

Mr. Lanpsay. Well, for depreciation, adjusted cost is used, not the 
new step-up fair market values, if I understand your question cor 
rectly, and if it is depreciated down to nothing, its cost for deprecia- 
tion purposes would be zero. 

Senator WiiuiaMs. In this bill—perhaps I did not catch it in your 
statement here—how do you feel about the tax liability on wholly 
owned insurance companies by credit unions? 

Mr. Lixpsay. Those companies will be dealt with under phases 
1, 2, and 3; phase 1 would have very little application to them, and? 
and 3 would force them to pay a tax. 

Senator Wittiams. How are they treated under the 1942 formula 
or the stopgap formula? 

Mr. Linpsay. Under 1942 or stopgap, assuming those companits 
have very little or no investment income, they would be tax free, m4 
sense. 
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Senator Wiit1ams. How much revenue do you figure you are pick- 
ing up in that direction ? 

r. Linpsay. I am not sure of the amount. We do not have a firm 
revenue estimate. 

Senator Witi1aMs. The question is often advanced, or the proposal 
has been suggested or advanced that this bill is not fair either to the 
mutual companies, and then the stock companies come in and say it 
jsnot fair to them. 

Could you give us the percentage of revenue that was paid under 
the stopgap formula by the mutual companies, and the percentage of 
revenue that came from the stock companies, and then the same per- 
centage broken down as to this bill ? 

Mr. Linpsay. Under the stopgap, and also the 1942 formula, the 
mutual companies would pay romani 75 percent of the tax, and the 
stock companies about 25 percent of the tax. 

We have calculated under this bill that the mutuals would pay 
about 72 percent of the tax, and the stock companies about 28 per- 
cent of the tax. 

I use these percentages with caution. It is possible that it would 
be 70 percent and 30 percent rather than 72 percent and 28 percent. 
It is a guess, but that is our estimate. 

Senator Wiii1ams. What change do you make in the definition of 
investment income? 

Mr. Linpsay. One very important change is that we permit the 
companies to take the dividends received deduction, as other corpora- 
tions. 

Eighty-five percent of the dividends received the companies are 
permitted to deduct, so they are only taxed on 15 percent of divi- 
dends from other corporations. 

Secondly, there is a change in a ceiling for deductions of invest- 
ment expenses relating to mortgage fees, because it has been believed 
that companies that invest in mortgages have higher expenses than 
the present ceiling in the statute will allow; so there is a change in 
that ceiling. 

I believe a difference between the 1942 formula and the proposed 
bill is the additional deduction for small business. Some sort of 
formula like that also appeared in the 1955 stopgap. 

The accrual basis of taxing the insurance companies is another 
change. 

Senator Wittiams. Do you have any change in your treatment of 
wnderwriting profits ? 

Mr. Linpsay. The underwriting profit is the whole basis of phases 
2and 3. 

Senator Wituiams. That is what I was coming to. 

You are recommending that average income, averaging reserve basis 
should be used. Could you explain why you want it average on an 
industry wide basis rather than on a historical record of each individ- 
ual company ? 

Mr. Linpsay. You are referring to the measure of the taxable in- 
come in step 1? 

Senator WiiuiaMs. Yes. 

Mr. Linpsay. The average of the industry is only used if that ex- 
ceeds the individual company’s own assumed rate. 
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If we looked alone at the individual company’s assumed rate, it 
would be true that a conservative company with a low assumed rate 
would be taxed more harshly than a company that was less conserva. 
tive with a high assumed rate. 

We tried to take account of that by providing that the company 
that has an assumed rate that is less than the industry average may 
pick the industry average. . 

It is in there as a relief measure. 

Senator Wizu1aMs. That is all, Mr. Chairman. 

The Cuarrman. Senator Anderson ? 

Senator Anperson. I was just very much interested in the answer 
you gave to Senator Williams. 

The one point of argument that seems to be coming into our offices 
is that the use of this assumed rate is not as satisfactory as the use of 
a 5-year average rate that many companies have proposed. 

What is your answer as to why the Treasury likes this assumed 
rate rather than a 5-year actual average? 

Mr. Lanpsay. The 5-year actual average assumes that the com- 
pany needs what it has actually earned. 

We assume it needs something between what they actually assumed 
they needed for solvency purposes and what has have actually 
earned. 

Senator Anperson. But is it not the function of the board of direc. 
tors of an insurance company to assume what they need ? 

Mr. Lanpsay. It is. 

Senator Anperson. I am trying to find out why the Treasury pits 
its judgment against what the insurance companies decide they need. 

Mr. Facuiay. We look at the company’s own judgment and take it 
into consideration. 

The company assumes that it needs 2 percent for meeting its obli- 
gations, and we take that into account in trying to compute what the 
deductions should be to make sure that they could meet their obliga- 
tions. 

Now, it is true that two different companies, with operations that 
are exactly the same, with different reserve assumptions, will be taxed 
differently; not as great as would be the case if we did not have this 
mean between the earned rate and the assumed rate, but nevertheless 
there would be differences, and that is one of the reasons many do 
urge very persuasively that much is to be said for a formula that looks 
only at the earned rate for the 5-year average. 

Senator Anprerson. Does a formula which looks only at the earned 
rate tend to reward the company that is conservative in its invest- 
ment operations ? 

Mr. Linpsay. I do not know that that is true. I think there is an 
advantage in having high earnings, but I do not think it would have 
anything to do with their reserve assumptions. 

I am not sure I answered your question. 

Senator ANperson. Well, obviously these companies that are asking 
for the use of the 5-year average rate have something in mind. 

Mr. Linpsay. Well, part of it is the overall impact of the tax bur- 
den, because that would reduce the tax in step 1, to some extent, in 
the order of, perhaps, $50 million. 

The figures are debatable. 


ate, it 
d rate 
serva- 


pany 
5 may 


nswer 


Offices 
use of 


enerrenee LS SSS ees 


TAX FORMULA FOR LIFE INSURANCE COMPANIES Al 


Senator Anprerson. In actuality that $50 million would probably be 
,reward for having a very conservative method of doing business, as 
against a more gambling type. 7% 

In life insurance, which is protection and savings, is it not desirable 
to do that ? oh 

Mr. Linpsay. I think the tax law should be as neutral as possible in 
regard to conservative and unconservative practices as between differ- 
ent companies, 

Senator ANnperson. In your statement there is one sentence: 

On the other hand, in permitting a company to use its own assumed rate where 
it is higher than the industry average the bill provides for unusual needs of 
individual companies. 

What do you mean by unusual needs of individual companies ¢ 

Mr. Linpsay. Perhaps we should have said individual needs of the 
company. But presumably if a company was unconservative and 
had smaller reserves than many others in proportion to its business it 
really does rely on a higher assumed rate to meet its obligations, and 
ought to be allowed to take that into account in the deduction rate 
instead of being tied to the industry average. 

Senator Anpgerson. It doesn’t involve anything peculiar in the way 
they are doing their business, though ? 

Mr. Linpsay. No. 

Senator ANprerson. You have a reference to these small companies. 
Much of the mail and most of the telegrams that come in are from 
smaller companies saying how badly they are being treated. I just 
wondered if the Senator from Oklahoma did not make a fairly good 
suggestion when he said if you are going to give them benefits up to 
this $25,000 why not make it take effect a little more rapidly so these 
small companies would think they had some help ? 

Do you strongly feel it ought to be $500,000 before they get $25,000 ? 

Mr. Linpsay. No—— 

Senator Anperson. Could it not as well be a hundred thousand 
dollars or $200,000 ? 

Mr. Linpsay. We support the bill. There are many provisions 
that are certainly worth further examination and consideration, and 
if the committee wishes to apply a more rapid rate for the assistance 
of small companies, I am sure that it would be acceptable to the Treas- 
ury. 
Senator ANpeErsoN. I am only trying to point out some suggestions. 
As you may recall, I had some mild objections to the bill last. year. 
[Laughter }. 

Mr. Linpsay. I know that. 

Senator ANperson. And I tried to point out that it was a retroactive 
tax rebate of $124 million, $115 million of which went to the 50 large 
mutuals and 25 large stock companies. 

Now there were 1,100 more companies that shared in the $8 million, 
and they are relatively small companies. Some of them are pretty 
fair sized. If these 50 large mutuals and 25 large stock companies 
pry 90 or 95 percent of all the taxes, and you are trying to help the 
ittle ones, I like very much what you cad in response to a question 
from Senator Kerr—and I hope I do not misquote you—that picking 
the right formula to produce a good fair bill is more important than 
a device to raise revenue. 
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If these small companies are protesting pretty strongly and fgg 
they are being hurt, would it bother the Treasury very much if you 
said that this $25,000 could be earned out of the first $200,000 ang 
instead of it being 5 it became 12 and 15 percent ? 

Mr. Lanpsay. I don’t believe it would bother us very much but we 
would like to consider that further with the committee. 

Senator Anperson. When you get down to trying to write the fing] 
bill, you sometimes take into consideration the people that are doin 
most of the screaming. I think most of them are these relatively 
small companies. 

Is there anything sacred about $500 million ? 

Mr. Lianpsay. No. 

Senator Anperson. I don’t mean it that way, I am sorry; this time 
I said $500 million. The $500,000 

Senator Kerr. You are talking about revenue. 

Senator ANperson. Yes. This bill may achieve $540 million or $565 
million. Mr. Lindsay, we would all like to see it get $500 million, 
that is from taking into consideration of the budget. But Senator 
Kerr referred to this pension situation. Is there anything sacred 
about $500 million except the budget has used that as an estimate of 
what this bill is going to return ? 

Mr. Lindsay, don’t you go back to the statement you made that we 
ought to have a good fair bill and a right formula rather than shoot 
for the $500 million ? 

Mr. Linpsay. I stay with that statement that a fair formula is more 
important than the exact revenue it provides. But I do think the rev- 
enue it produces is an element of what is a fair formula. {| Laughter] 

Senator Anperson. I can only say, Mr. Lindsay, that all of us have 
a great respect for you. We all think you have made a fine contribu 
tion, but I do think in my mind you walked straight around the build- 
ing that time. [| Laughter. | 

The two things are completely inconsistent and I judge from the look 
on your face that you recognize it. But I am very happy to have you 
speak frankly about it. 

I want to say to you that I was very pleased by the statements you 
made that the goal was a good fair bill. Personally, I am a little like 
Senator Kerr and I do believe that the pension situation is driving 
business away from insurance companies into banking. I said to one 
of the members of the committee that I have had that come up ina 
little business with which I formerly was quite actively connected. 
We were ready to take out a pension program with an insurance com- 

yany, and one of the directors said we had better take it out witha 
Suak it will be cheaper. Of course, he happened to be chairman of 
the board of directors of a bank auahter |: he had an interest in it 
in a way. 

But you have seen figures that indicate that only in 1950 the per- 
centage of trustee plans against insured plans was about 50-50. Now 
only a little bit later it is about 45-55, and I understand that some- 
body from the Securities and Exchange Commission has estimated by 
1965 it will be 20 from insurance companies and 80 percent trustees 
through banks. Most of the big businesses can probably do a pretty 
good job of their own trustee plans. But a small businessman, in the 
type of community that I live in, may not have the facilities for 
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running his own program. I hate to see that type of business, which 
isso important to employees, move away from insurance companies if 
they want to take it. I personally follow the suggestion the Senator 
from Oklahoma was ibckinars If it is right eventually to do it, and 
you are trying to get a bill that is right in its principles, we had 
better do it now even though we don’t get the $560 million immedi- 
ately 

Mr. Chairman, I would enjoy questioning the witness for a great 
amount of time but I think he has made a good presentation and I 
think we had better go to other things. 

The CuHarrMan. Senator Bennett. 

Senator Bennetr. No questions. 

The Cuarrman. Senator Smathers. 

Senator Smatuers. Not at the moment, Mr. Chairman. 

The Cuarrman. Senator Butler. 

Senator Butter. Mr. Lindsay, I want to call your attention to the 
tax-exempt interest provisions in the bill. 

While in the first phase you deduct tax-exempt interest, you bring 
it back in the second phase and really tax it, do you not? 

Mr. Linpsay. We exclude tax-exempt interest in both phases of the 
bill, but we do make an adjustment to the deductions to avoid a double 
benefit or a double deduction. 

Senator Butter. When you speak of a deduction to avoid a double 
benefit, you are in reality saying that you are charging a part of the 
operating expense against tax-free interest ? 

Mr. Lanpsay. Yes, I think that is probably a fair statement. 

Senator Burter. Do you do that to any other taxpayer? 

Mr. Linpsay. With respect to tax-exempt income generally, yes; 
but not with respect to tax-exempt interest. 

Senator Butter. Why do you tax that interest even partially ? 

Mr. Linpsay. Because we think it is right. I cited a very simple 
example in the first step, it is an exaggerated example, but supposing 
there was a $100 of investment income and a 75-percent deduction so 
that only the balance would be taxed. 

If $50 of the $100 was exempt interest and the other $50 was taxable 
interest, we should not deduct 75 from 50. We should reduce the 75 
proportionately it seems tous. We are still giving benefit to the fact 
there is an exemption there. 

Senator Buriter. But you don’t do that to any other taxpayer and, 
of course, it has no effect whatever on a company that does not hold 
municipal bonds. Haven’t there been some decisions of the Supreme 
Court that would render such a provision in this bill unconstitutional ? 

Mr. Linpsay. I think this question might very well be litigated. 

Senator Burier. Do you feel that Congress should leave this pro- 
vision in the bill with the chance that it will be litigated and probably - 
taken out of the bill? 

Mr. Linpsay. There is a similar type of adjustment in the 1955 stop- 
gap and also in the 1942 formula. This is done in a different way—— 

Senator Butter. Neither one of those acts have been tested, but 
this is the type of bill that may bring a contest because the tax bite 
is more secure, 4 

Mr. Linpsay. I feel that we should determine with the best advice 
we can, as to whether or not we today think such a provision is un- 
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constitutional, and if we believe it is not, and if we believe the proyj- 
sion is right, we ought to include it in the bill. 

Senator Butter. Well, there have been two cases, that you certain} 
know about, that would strongly suggest that the taxation of this 
ae in any respect may violate the Constitution of the United 

tates. 

There is another phase of this question that I don’t want to get into 
at the moment, but if you start to partially tax municipal bond interest 
in the hands of life insurance companies, why shouldn't you take the 
next step and tax it in the hands of the individuals? 

Mr. Linpsay. There are many provisions in this bill that we could 
not and would not want to apply to an individual or another kind of a 
business. This bill is tailormade pretty much to the life insurance 
business and the special adoption 

Senator Butier. Well, it should not be tailored so as to embod 
doubtful legal provisions. I think we should have a bill which is a 
good bill and I think we should have a bill that has no such provision 
in it. 

I feel, as I have said, that the Supreme Court has been critical of this 
Congress for legislating in areas such as this. In addition we cannot 
rely upon the Supreme Court of the United States reversing two pre- 
vious decisions on this point, and I feel that the Treasury should give 
this serious consideration. 

The Cuatrman. Has the Senator concluded ? 

Senator Tatmapeer. I would like to bring up two points upon which 
we have received inquiry in our office: One is in aden to new and 
small companies which have been started in the last 2, 3, or 4 years. 
The general trend in the insurance business, due to the high acquisition 
cost of insurance, is for beginning companies to lose money of the first 
5, 6, 7, 8, or 10 years. 

Some of these companies take the position that they ought to havea 
greater carry-forward ratio to take advantage of the provisions of 
this bill inasmuch as they can’t carry back the losses beyond 1958. 

Would there be any objection by the Treasury on that point? 

Mr. Lanpsay. Well, that is a question that would be of equal inter- 
est to any new business, any corporation. Here we are attempting to 
put the insurance industry on the same basis as other corporations with 
a 3-year carry back and a 5-year carry forward. 

I think that a very long period of carry forward raises administra- 
tive problems, also problems of acquisition of loss companies and the 
like. We would certainly consider that but I would not like to en- 
dorse it now. 

Senator Tatmaper. You are proposing a new provision to tax 
insurance companies on their so-called underwriting profits. Some 
have had underwriting losses all these years and paid taxes on invest- 
ment income at the same time. Is there any reason why they should 
not be allowed, when they get into more profitable years, to carry 
forward their losses to those profitable years to take care of their 
underwriting losses when they began ? 

Mr. Linpsay. Well, it depends on how far you would want to carry 
the thing, Senator Talmadge. I think it is fair to point out that 
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these new companies that are operating under a loss, if they have in- 
yestment income today they are paying a tax even though they are 
deficit companies whereas under this bill they would be permitted to 
have a loss and not be taxed and to carry over the loss for at least 5 
ears. 

Senator Tatmapce. But shortly they hope to be in a profitable 
bracket. What they would like to do is to exercise those profits that 
they hope to make in years to come against the losses that have already 
taken place and in some instances paid taxes on. 

Senator AnpERSON. But they won’t know, will they ? 

Mr. Linpsay. But they won’t pay a tax if they have a loss under 
this provision. 

Senator Tarmapce. Under the present law there are taxes on invest- 
ment income even though they are losing money. 

Mr. Linpsay. Yes; that is one reason we want to see a change. 

Senator Tatmapce. Their contention is, as they move into profit- 
able years on their operating gain they ought to be able to apply 
these profits against losses sustained in the formative years when they 
had operating losses but paid taxes on investment. 

Mr. Linnsay. That is right. 

Senator Tatmanpce. Do you see any objection to that? 

Mr. Linpsay. We have strong reservations on it, but we would like 
toexplore it further. 

Senator Tatmaper. You explore it and give us your thoughts on it. 

Mr. Linpsay. Yes. 

Senator TaLmapce. Fine. 

There is one other thing in following up the question that Senator 
Butler asked, I have had reports in my office that very strongly con- 
tend under this proposed insurance tax law that tax-exempt obliga- 
tions are, in fact, taxable. They say that, if it is true, it will be the 
only phase of busineess where tax-exempt obligation would be taxed. 
They say, for instance, that if the individual, company, corporation, 
bank or any other business owns tax-exempt municipals they will not 
be taxed. 

They contend that under this insurance bill, which we are asked 
to report to the Senate, that those obligations will be taxed. Now 
as I understand it you take the position they are not taxable. 

Mr. Linpsay. That is correct. 

Senator Tatmapcr. Why aren’t they taxable under the operating 
gain, for instance ? 

Mr. Linpsay. They are excluded from income. 

Senator Tatmapce. In other words, no element of any tax-exempt 
obligation could be considered in any of these three phases. 

Mr. Lixpsay. To the extent that there is a deduction, a reserve 
deduction which is based in part upon tax-exempt interest, that de- 
duction is reduced, but the income side does not include the tax- 
exempt interest. 

Senator Tarmapce. One of my constituents goes so far as to make 
this assertion: Under present market conditions, taxable utility bonds 
are currently offered to yield about 4.6. Under the proposed new tax 
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bill in order to be comparatively attractive municipal bonds would 
have to yield approximately 4.10. This excludes the great bulk of 
municipal bonds currently being offered in the range of three, three 
and three-quarters. If full tax-free status is granted his company 
would be interested in this type of security, on yields as low as ap. 
proximately 31% percent. 

If his contention is correct, that will vastly affect the market ay- 
thority of the county bonds and others. You say he is totally in error 
on that. 

Mr. Linpsay. I suggest that as the revenue and tax burden ip- 
creases through this bill over the situation as it existed before, for 
certain companies there is more of an advantage to having tax-exempt 
securities than there was before. 

Senator Tatmapce. You think then he is totally wrong in his as- 
sertion with reference to this ? 

Mr. Lanpsay. I would not suggest that he is totally wrong. I think 
he is basing his argument on the manner in which we adjust. cer- 
tain deductions. It is our belief that we afford full exemption to 
tax-exempt interest and at the same time we avoid a double benefit. 

Senator Tatmapce. What does he have reference to when he con- 
tends that these obligations would be taxable? This particular com- 
pany has about 10 percent of their reserves in tax-exempt obliga- 
tions which I believe is some 4 or 5 percent higher than the industry, 

Mr. Lanpsay. I think he has reference to the fact that there is an 
adjustment downward of the reserve interest deduction. 

Senator Tatmapece. Under what phase of the bill ? 

Mr. Linpsay. Both phase 1 and phase 2. 

There is no problem in phase 3. There is no adjustment downward 
there. 

Senator Tatmapce. How would it differ with an insurance com- 
pany and a bank, for instance ? 

Mr, Lixpsay. The bank does not have to allocate expenses to tax- 
exempt interest 

Senator Tatmapce. In other words if a bank bought a hundred 
thousand dollars worth of tax-exempt bonds and paid, we will say 3% 
percent, they would automatically get a deduction of $3,500. 

Mr. Linpsay. Yes. 

Senator Tatmaper. Is that correct? 

Mr. Linpsay. They get an exclusion. There is a provision in the 
tax law, section 265, which generally disallows expenses relating to 
tax-exempt income. But an exception is made for interest. 

Senator Tatmapce. Was my statement about that correct? They 
would not pay taxes on any portion of that $3,500 interest-free money 
that they received from the hundred-thousand-dollar investment, 
would they ? 

Mr. Linpsay. Yes; your statement is correct. 

Senator Tatmaper. How would that work with reference to an 
insurance company ¢ 

Mr. Linpsay. The insurance company would not—— 

Senator Tatmaper. Assuming they also had a hundred-thousand- 
dollar investment in 314-percent tax-exempt bonds, and received an 
income from that of $3,500, how would their treatment differ from 
a bank’s? 
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Mr. Linpsay. Let’s say all the insurance company had was tax- 
exempt interest, to take a very simple example. There would be 
no tax. 

Senator TaLtmapcr. None whatever ? 

Mr. Linpsay. None whatever. 

Senator Taumapce. Could it ever arise under any contingency 
whatever / 

Mr. Linpsay. Neither would there be a loss created by the deduc- 
tion related to that tax. 

Senator Taumapce. In other words, you can’t use interest-free 
money to set up your reserves, or how did you answer that ‘ 

Mr. Linpsay. You can use interest-free money. That would be 
deducted in computing the reserves, but your deduction is adjusted 
downward to the extent that it relates to tax-exempt income. 

Senator Tatmapce. Would that make that portion of the income 
ever taxable under any conditions ¢ 

Mr. Linpsay. That is the heart of the argument. We would con- 
tend not. Others contend yes. 

Senator Tatmanee. In other words, that is where the difference is. 

Mr. Linpsay. Yes. 

Senator Tatmapcr. Suppose that I have other investment income 
in addition to bonds. 

Mr. Linpsay. I gave the example of $50 of tax-exempt income and 
$50 of taxable income. Compare that with a situation in which you 
have $100 of taxable income. If you have $100 of taxable income, 
the deduction under the bill might be, say, 75 percent, so that only 
25 might be taxed. 

Under our bill, however, we would not subtract the $75 from the 
$50 in the first example to create a loss. We would deduct something 
in the order of $37 or $38 and still tax a lesser amount. The deduc- 
tion is reduced proportionately to the extent that it relates to tax- 
exempt interest. Otherwise you are giving a double benefit by not 
taxing the income in the first place, and yet giving a deduction of 
expenses relating to that tax exemption. 

Senator Tatmapcre. How does he make the flatfooted assertion that 
itmakes the tax-exempt municipal bonds under this proposed bill fully 
competitive to the utility bond that yields 4.6? The interest rate 
would have to be as high as 3.75 on the tax-exempt obligation, or 
even 4.10, 

Mr. Linpsay. I don’t know how he makes that assertion. 

Senator Tatmaper. He takes the position that if this bill is passed 
municipal tax-exempt obligations will have to bring on the order of 
4.10 to be as attractive to an insurance company as a taxable utility 
bond that earns 4.6 at the present time. 

Do you take the position that this gentleman is misinformed, or 
there is some bug in this bill? I still don’t understand. [Laughter. ] 

Mr. Linpsay. I think the same kind of an adjustment is made in 
the 1942 and 1955 stopgap law. We do it in a different way, but you 
achieve the same results. It is a little surprising to me that so much 
is made of this point. 

_ Senator Tatmapcr. It would be a very important thing not only to 
insurance companies but to counties, States, and municipalities that 
build hospitals, school buildings, and things of that type, if they sud- 
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denly found their interest rate raised to the degree of maybe three. 
quarters of 1 percent. This being true when trying to be competitive 
in the market when selling their obligations. This is important not 
only to the insurance ee and the taxpayer, but it is of vast im. 
portance also to those subdivisions of State governments in States 
at the present time which have tax-exempt status. 

I think we ought to make it uniform if we are going to attempt it, 
and I don’t think we can constitutionally, under the present law, tax 
obligations of States, counties and municipalities. I certainly think 
we ought to make it uniform and operate it in the same way with 
reference to an individual taxpayer, a bank, a casualty company, and 
others, as we would to an insurance company. 

I don’t think we ought to try to tax it in part on one hand and 
totally exempt it on the other hand. I would appreciate it if you 
would look into this matter. 

Mr. Linpsay. We will reexamine this whole subject. 

Senator Tatmaper. Give me a detailed explanation of its ramifi- 
cations. 

The Cuarrman. I would suggest that that be made a part of the ree- 
ord at this time. 

(The information referred to follows :) 


TREATMENT OF Tax-Exempt INTEREST RecetIvep py Lire INSURANCE COMPANIES 
UNpeR PRESENT Law anv H.R. 4245 


H.R. 4245 provides for the exclusion from taxable income of interest on wholly 
tax-exempt securities. This exclusion or deduction applies in all phases of the 
computation of the proposed tax base for life insurance companies. Like present 
law and previous formulas, H.R. 4245 provides adjustments in the deduction for 
required interest to prevent a double deduction. A similar adjustment is pro 
vided in the case of the 85 percent intercorporate dividend deduction and parti- 
ally tax-exempt interest. In the absence of such an adjustment, the same item 
of income would be exempted twice, once when received and again when in- 
cluded in the interest needed to meet reserve and other policy obligations. With 
this adjustment, no tax is imposed at any step on tax-exempt interest but a 
double benefit is not allowed. 

Section 265 of the Internal Revenue Code provides in general that no dedne- 
tion shall be allowed for expenses and interest relating to tax-exempt income. 
In the case of expenses, a specific exception to the rule is made for amounts 
allocable to wholly tax-free interest. The provisions of H.R. 4245 are consistent 
with the general treatment to the fullest extent practicable within the framework 
of the special tax situation of life insurance companies. Thus, the bill provides 
no disallowance of expenses allocable to tax-free interest. It permits the full 
deduction of investment expenses in step 1 and of general operating expenses 
in step 2, without regard to whatever portion may be attributable to tax-free 
income. 

In the case of interest on reserves invested in tax-exempt securities, ELR. 
4245, like present law and other recent formulas, makes adjustments to prevent 
double deductions. The need for such adjustments has been recognized and 
provisions to prevent a double deduction have been a traditional part of the 
tax law applicable to life insurance companies, in view of their special cireum- 
stances and the special taxing formula applicable to the industry. 

To make the adjustment, the bill provides a proportionate reduction in the 
policy and other contract liability deduction in step 1 and in the deduction for 
reserve interest and interest paid in step 2. This reduces these deductions to 
the extent they relate to tax-exempt interest which has already been deduced 
or excluded in arriving at taxable investment income and net gain from 
operations. é 

The treatment of tax-exempt interest and the adjustment to prevent a double 
deduction under the bill may be illustrated as follows. Assume, for example, 
that a life insurance company has net investment of income of $100 (including 
tax-exempt interest), tax-exempt interest of $10, and a reserve and other 
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policy contract interest liability, computed prior to adjustment of $75 or 75 
reent of the net investment earnings. The company’s tax base for step 1 
ynder H.R. 4245 would be computed as follows 


Net investment income------~~.~----------~--------------------------- $100. 00 
Deduct tax-exempt interest____-----------~-..---------~-------------- 10. 00 
Taxable net investment emit tid dec bidaseapal eee ae eee 90. 06 


Reserve and other policy contract liability deduction : 


Deduction rate times adjusted reserves_____.....-----.--.-------- $75. 00 
Less proportionate adjustment for tax-exempt interest previously 

deducted (75 percent times 10) ---..--_--------_--------.---- 7.50 

0 8 nid, io bm hile iietab i tierbicbhhe whats <beatep bein elaine 67. 50 

yD Rs isnt tsi arn nicked ckkitln ini lala eb ae antl tei eri 22. 50 


As shown in the example, the final deduction for reserve and other policy 
contract liability bears the same ratio ($67.50 divided by $90 or 75 percent) 
to the taxable net investment income, after deducting tax-exempt interest, as 
the unadjusted reserve and other policy contract liability bears to the entire 
net investment income including tax-exempt interest. If all of the investment 
earnings of the company illustrated here were from taxable investments, the 
deduction for reserve and other policy contract liability would have been $75 
or 75 percent of the entire investment income, leaving $25 subject to the regular 
corporate tax rate. By having 10 percent of its investments in tax-exempt 
securities the company would have a tax base of 10 percent less than if its 
investments were all in taxable securities. 

If half of the investment earnings in the above example were from tax- 
exempt bonds, the deduction would be 75 percent of the remaining $50 taxable 
investment income, or $37.50, leaving $12.50 in the step 1 tax base. Without 
the adjustment, the taxpayer in this situation would have deductions totaling 
$125 against $100 of income, leaving a deficit for tax purposes of $25. 

In effect, the adjustment of the reserve and other policy contract liability 
under H.R. 4245 apportions the deduction for required interest between taxable 
and tax-exempt investment. It eliminates the portion allocable to tax-exempt 
interest which has already been deducted from the taxable investment income. 

The adjustment to prevent double deductions under H.R. 4245 is virtually the 
same in effect as built-in adjustments for the same purpose under present law 
(the 1942 formula), the 1955 stopgap, the 1950 formula, and the flat rate tax 
of 6% percent (equivalent to an 87% percent deduction under the 1950 formula) 
applicable in the period 1951-54. 

In connection with the adoption of the 1942 formula for the taxation of life 
insurance companies, the Ways and Means Committee “Report on the Revenue 
Bill of 1942” stated in part that it “substitutes for the existing reserve and 
other policy liability deductions a flat percentage of income. This percentage 
represents the average of the aggregate deductions of all companies for the 
preceding year, computed under a formula which has the effect of reducing the 
reserve earning deduction and eliminating the double deduction of tax-exempt 
interest.”* The final legislation in 1942 retained the treatment described in the 
Ways and Means Committee report. 

In 1958, for example, the 1942 formula permits each life insurance company 
a deduction of about 75.5 percent of its taxable net investment income. The 
75.5 percent deduction figure represents the ratio (on the basis of industrywide 
data for 1957) of the interest needs of the industry, computed under the statu- 
tory formula, to the entire amount of its net investment income, including tax- 
exempt interest. As the 1942 formula applies to a particular company, if the 
company receives $100 of tax-exempt interest, it deducts that amount in arriv- 
ing at its taxable investment earnings. In so doing, the company automatically 
reduces its reserve and other policy liability deduction by $75.50, since it does 





'The adjustment illustrated here would be carried out in the same way in step 2. In 
step 2, the reserve interest deduction would be based entirely on the rate actually assumed 
by the company and the proportion used in making the adjustment would reflect the ratio 
of the actual interest increment on reserves to actual earnings. 

*“The Revenue Bill of 1942, Rept. No. 2333, House of Representatives, 77th Cong., 
2d sess., p. 27. 
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not receive the 75.5 percent deduction with respect to the $100 tax-exempt jp. 
terest which it would have been allowed if the $100 had been obtained from 
ordinary taxable investments. 

The 1950 formula used the same procedure as the 1942 formula. The 1951 
law was in effect identical with the continued application of the 1950 formula 
in 1951-54 with an 87% percent deduction based on 1950 conditions, 

As indicated above, the adjustment to prevent a double deduction occurs auto. 
matically under the present law and previous formulas. Since the deduction 
for required interest under H.R. 4245 is based on reserves in accordance with 
the circumstances of the individual company rather than on a flat percentage 
of taxable investment income based on industry average conditions, the method 
of making the adjustment under the bill differs in superficial respects. How. 
ever, if desired, the same mechanical procedure for eliminating a double dednye. 
tion for tax-exempt interest used under the present law (the 1942 formula) 
could be adapted to the determination of the taxable investment income margip 
and the net gain from operations under steps 1 and 2, respectively, of H.R. 4245, 

Under both present law and H.R. 4245, a life insurance company which inyegts 
its entire investment portfolio in tax-exempt securities would have no Federal] 
income tax liability whatsoever with respect to its investment earnings. If g 
company derived 25 percent of its investment earnings from tax-exempt securi. 
ties, its tax liability with respect to investment earnings would be 25 percent 
lower under either formula than that of an otherwise, similarly situated com. 
pany whose entire portfolio consisted of taxable securities. Similarly, a com. 
pany with half of its investment earnings from tax-exempt sources would pay 
one-half as much tax under either present law or H.R. 4245 with respect to its 
investment earnings as one similarly situated except that its investments were 
solely in the form of taxable securities. 

Since the effective rate of tax under H.R. 4245 is generally higher than under 
present law (with exceptions and variations depending upon the circumstances 
of individual companies) the value of the tax-exempt feature of municipal securi- 
ties in the hands of life insurance companies would generally be greater under 
the bill than under present law. The attractiveness of municipal securities to 
life insurance companies as a whole should accordingly be enhanced and the 
market for such securities to that extent should be greater. 

Average prices for municipal securities have shown no significant variation 
since the introduction and consideration of H.R. 4245 by the Congress. For 
example, the yield basis of high-grade municipal bonds (Standard & Poors’) was 
3.86 percent as of the week ended January 3, 1959. The yield basis for such 
securities was 3.74 percent for the week ended March 7, 1959. There was no 
significant finctuation in the yield basis or prices of municipal securities during 
the intervening period. 

The proposal to eliminate the adjustment for double deductions under ELR, 
4245 would provide an extraordinary benefit for tax-exempt interest in the 
hands of life insurance companies. For example, if the adjustment were elimi- 
nated, a life insurance company whose required interest was about 75 percent of 
its investment earnings would be in position to take an initial $100 deduction 
for each $100 received on tax-exempt securities and an additional deduction 
of $75 for the same interest added to policy reserves. The suggested removal 
of the adjustment would make it possible for a company in this situation to 
achieve complete exemption from Federal income tax with respect to its in- 
vestment earnings by investing about 25 percent of its portfolio in municipal 
securities. Under these circumstances, the company would be enabled to deduct 
the entire 75 percent of its investment earnings arising from taxable investments 
in the form of required interest. 

In brief, the proposal to eliminate the adjustment for double deductions would 
in effect apportion taxable investments to policy reserves and the tax-exempt 
investments to surplus funds. The deduction for required interest would thus 
be allocated to the maximum extent to taxable earnings while the deduction for 
tax-exempt interest would be allocated to the maximum extent to the taxable 
surplus margin of earnings above interest requirements. Such treatment would 
be unrealistic. It would result in an unusual tax advantage for life insurance 
companies by virtue of their unique taxing formula. 

Certain constitutional arguments have been raised with respect to the adjust 
ment, based in large part on a 1928 Supreme Court decision in National Life In 
surance Company v. United States (277 U.S. 508). This case held (Justices 
Holmes, Brandeis, and Stone dissenting) that section 245(a) of the 1921 Life 
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Insurance Tax Act was unconstitutional in that it indirectly imposed a tax on 
income from tax-exempt securities by reducing the reserve interest deduction by 
the full amount of the tax-exempt income. 

The net effect of the 1921 act, unlike the present H.R. 4245, was in many cases 
to impose exactly the same tax on a life insurance company whether or not it 
pad tax-exempt interest. While the trend of more recent decisions in the Su- 
preme Court casts considerable doubt on the constitutional aspects of the 
National Life case, it is important to note that the law there was different from 
the present proposal. 

In any case, the constitutionality of the method used in the 1942 formula 
and other subsequent formulas to prevent a double deduction has not been 
challenged. The adjustment in the bill is in substance the same as that in 
the 1942 formula. 

It is estimated that the removal of the adjustment to prevent a double deduc- 
tion for tax-exempt interest under H.R. 4245 would reduce the revenue produced 
on the 1958 income of life insurance companies by about $35-$40 million. If 
the adjustment were similarly removed with respect to the intercorporate 
dividend deduction, it would reduce the revenue at 1958 levels by another $55- 
$60 million, or a total of about $90—$100 million. In future years, the resulting 
revenue decreases would be substantially greater as life insurance companies 
acquired additional tax-exempt or stock investments because of special tax 
considerations. 


The CuatrmMan. Senator Curtis. 

Senator Curtis. Thank you, Mr. Chairman, 

Mr. Lindsay, you have given us a very well-prepared statement. I 
do have a question or two. 

Would the Treasury be opposed to the company-by-company actual 
earned interest rate over a period of 5 years, as against the modifica- 
tion thereof in the bill, if it were not for the fact that it would produce 
less revenue ? 

Mr. Linpsay. We support the provision in the bill. That is not to 
say that we would oppose the adoption of the 5-year average, even 
though it would produce less revenue. 

Senator Curtis. I am not asking whether you would support the 
less revenue. But if your reason for preferring the language that is 
in the bill because it produces more revenue, do you have “objec tions to 
the company-by-company basis of 5 years? 

Mr. Linpsay. We thought that some consideration should be given 
tothe company’s own assumptions, which would be altogether ignored 
in the 5-year earned rate average system, and so there was some 
theoretical justification in our minds for the formula used in the bill, 
wholly aside from revenue. 

Senator Curtis. But it does produce more revenue ? 

Mr. Linpsay. It does produce more revenue. I might say that the 
j-year average produces more revenue than if you looked at just the 
individual years. 

Senator Curtis. I think perhaps that was the reason that the 5 
year was mentioned, was because it would bring in more revenue. 

Mr. Linpsay. Yes. 

Senator Curtis. But do you have objection to a change other than 
its effect on the budget, the revenue? 

Mr. Linpsay. Well, one thing I think I mentioned before was the 
el of assuming that the company needs what it actually earns. 

ut we don’t have strong objections to that formula. 

Senator Curtis. Pardon me, did you finish ? 

Mr. Linpsay. Yes. 

Senator Curtis. In your statement you have, 
assumed rate, if higher.” 


“or the industry 
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How do you determine the industry assumed rate? Do you take, 
list of all of the 1,300 companies and add up their assumed rate and 
divide it by 1,300, or do you weight according to the business done? 

Mr. Lrxpsay. We look at the year before. 

Senator Curtis. You take it the year before ? 

Mr. Linpsay. Yes, and it is a weighted average. 

Senator Curris. Weighted with what factors ¢ 

Mr. Linpsay. By the reserves. 

Senator Curtis. Reserves, or volume of business ¢ 

Mr. Linpsay. Reserves. 

Senator Curtis. I asked about this yesterday, but we were not op 
the record. You would be very helpful to me if you would stat 
what you regard is a policy dividend. 

Mr. Linpsay. It is a payment to the policyholder of a participating 
contract. And it may 

Senator Curtis. Is it an actual, is it always an actual payment in 
cash by the transmission of a check ? 

Mr. Linpsay. I don’t think necessarily. 

Senator Curtis. What companies pay it ? 

Mr. Linpsay. Mutual companies almost always do, and some stock 
companies have participating contracts also and pay dividends to 
policyholders. 

Senator Curtis. Stock companies pay participating dividends, and 
practically all mutuals? 

Mr. Linpsay. Right. 

Senator Curtis. Is it an adjustment of the premium, in your 
opinion ¢ 

Mr. Linpsay. In my opinion it has two elements to it: Adjustment 
of the premium, return of capital, and also perhaps payout of part 
of the earnings on the investment of the premium. 

Senator Curtis. Do you care to express an opinion as to what 
portion might be an adjustment of cost, and what portion might be 
some form of earnings? 

Mr. Lanpsay. I think that is a very difficult measure to—— 

Senator Curtis. Would it be fair to assume that the greater part 
of it is an adjustment of premium? 

Mr. Lanpsay. I think it is fair to assume that the greater partis 
adjustment to the cost. 

Senator Curtis. In part, that is an adjustment of premium costs, 
Is that based upon the long run or, say, a short term, on an annual 
basis? Do you know what the practice is in insurance circles on 
that ? 

Mr. Linpsay. I think they take quite a long view of the situation. 
It isa longrun picture. 

Senator Curtis. In other words, the insurance has a certain price, 
and then they apply policy dividend that lowers that price, but in 
arriving at that dividend, they figure it over a long period of time, 
is that correct? 

Mr. Linpsay. I believe so. 

Senator Curtis. Yes. 

So it ends up so that policyholders pays the lesser amount, does 
he not? 

Mr. Linpsay. Yes. 
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Senator Curtis. Now, if it is determined in the long run the ques- 
tion of whether or not a policy dividend should be paid, then a policy 
dividend might be paid in a year when there is no profit under that, 
no profit to a company ; is that not so? 

Mr. Lrnpsay. Whether there is a profit from underwriting or not 
depends on whether you are talking about net gains from operations 
including underwriting before dividend to policyholders, or after divi- 
dend to policyholders. 

Senator Curtis. I am assuming, and I agree with you that the 
greater portion of this policy dividend is a premium adjustment, and 
it is figured on the long-term basis, and that they might allow that 
policy dividend in a year that they didn’t have a profit; isn’t that 
true? 

Mr. Linpsay. Didn’t have a net operating gain—— 

Senator Curtis. Yes. 

Mr. Linpsay. At all? 

Senator Curtis. Yes. 

Mr. Linpsay. I wouldn’t know whether a dividend would be paid 
under those circumstances or not. I would be willing to assume it for 
purposes of your example, but Ijust dont’ know. : 

Senator Curtis. If it were paid, and it were justified as good insur- 
ance practice over the long run, then you could have a situation where 
acompany would pay a tax, even though they had no gain? 

Mr. Linpsay. Because the dividend does not reduce the investment 
income base. 

Senator Curtis. Yes. So you could have a situation in this bill as 
written where you would have a tax with no gain ? 

Mr. Linpsay. I think you have to make some assumptions to reach 
that conclusion. And I don’t know whether or not dividends would 
be paid to policyholders where there is no gain. I just don’t know 
that. 

Senator Curtis. Well, I can conceive of a small company that would 
very conservatively work out what, over a long run, they can allow 
as a policy dividend or, in other words, arrive at the net cost of insur- 
ance, yet they want to get some new business, and it costs more money 
to get this new business than they take in during the first year. They 
may wish to advertise, they may wish to do other things where they - 
would have legitimate expenses that would wipe out their gains, and 
if they would depend upon the treatment in this bill of a policy divi- 
dend as to whether or not they would pay a tax when they didn’t have 
again; wouldn’t they ? 

Mr. Linpsay. Yes. 

Let me say if the first step measure of investment income were very, 
very harsh, say it permitted only a 50-percent deduction, then in almost 
every case you would be taxing mutual companies on far more than 
their gains from operations even where they ive a loss. If it is very 
light, it would be unlikely that that would occur, so we have to be 
careful in our judgment as to how we measure that first step. 

But I am concerned about the possibility of, in effect, in part de- 
stroying this first step by permitting it to be reduced by dividends 
to policyholders. 

Senator Curtis. Well, maybe it should not be reduced by the entire 
amount, I don’t know. But what is the tax effect where a stock com- 
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pany has a loss in their operating income? In what situations does 
that lessen their tax under phase 1? 

Mr. Linpsay. That would lessen the tax under phase 1 to the extent 
of 100 percent of the loss. 

Senator Curtis. And that you are speaking of situations where 
they charged in the first instance the real cost of the premium ? 

Mr. Lanpsay. Yes. 

Senator Curtis. But the company that goes through the operation 
of asking, that ends up by charging, say, the same amount would get 
a different tax treatment ? 

Mr. Lanpsay. If the company that charged the larger premium 
and then adjusts as it goes along, can do so to the extent of reducing its 
tax without limitation, it might find it is in a yery strong position 
of competitive advantage as compared with a stock company. 

Senator Curtis. How could a company improve its position by sell- 
ing insurance for less than cost ? 

Mr. Lanpsay. I have difficulty with the assumption that a dividend 
will be paid in a loss situation. 

Senator Curtis. But suppose by declaring a dividend what you do 
is you lower the cost of the insurance, and if you lower it below what 
it takes to provide it, how does that improve the insurance company’s 
position ¢ 

Mr. Linpsay. It wouldn’t, but if the dividend—— 

Senator Curtis. Therefore, I could see no incentive to do it for 
tax purposes, because there would be no way by which they could gain, 

Mr. Linpsay. Well, if there was not a loss situation there might be 
an incentive, more of an incentive than there is today to increase 
the dividends to policyholders, if by so doing you could get a tax 
advantage. 

Senator Curtis. I can’t see how there would be more of an incentive 
there than it would be an incentive for a company that charges the 
net cost of reducing that below what it would cost to provide the 
protection. 

Mr. Linpsay. The bulk of the dividends to policyholders operate 
now as a deduction under phase 2. There is only a very small margin 
left over. 

Senator Curtis. In other words, we are talking about a rather small 
situation; aren’t we? 

Mr. Linpsay. I believe we are. 

Senator Curtis. Both in the practice and revenuewise; isn’t that 
correct ? 

Mr. Linpsay. Well, revenuewise we may be talking in the order of 
what, $70 million ? 

Senator Curtis. $70 million. 

Mr. Lanpsay. $70 million. 

Senator Curtis. Is that high ? 

Mr. Linpsay. If you gave full deduction for dividends to poliey- 
holders, I think it would probably be that. 

Senator Curtis. For the most part unless they have an operat- 
ing loss they are going to get that anyway. They are going to get 
to deduct their policy dividends for the tax in phase 1. 

Mr. Linpsay. I am talking about this small amount that is not now 
deducted, because you have eliminated phase 2 under the bill with 
your deductions. We are talking in the order of maybe $70 million. 
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But in the future perhaps the dividend payments would be stepped 
up, not by all companies but the few that might be in position to do 
so, because they have large surpluses. i 

Senator Curtis. Is it your opinion that to give the same negative 
offset to the mutuals and the participating stock companies as is given 
tothe other stock companies would cost $70 million ? 

Mr. Linpsay. That is the figure I gave you. 

Senator Curtis. That isa little high. 

That is all, Mr. Chairman. 

The CuarrMaAn. Senator Frear. 

Senator Frear. Mr. Lindsay, I only have two or three questions, 
and they, I am sure, are basic to you. But I think it would be help- 
ful, for myself and maybe others, if you would give us, please, very 
briefly the history of this bill from last April. 

Mr. Linpsay. Following the extension of the stopgap and the 
mublic hearings in March before the Senate Finance Committee, the 
Seary in April submitted a letter to the chairman of this commit- 
tee and the chairman of the Ways and Means Committee, outlining 

roposals for taxing life-insurance companies on a permanent basis. 

The first proposal was a proposal that life-insurance companies be 
taxed on a net operating gain or total income approach. 

That would be somewhat similar to this bill, if you didn’t have the 
50-percent deduction for the amount in excess of phase 1, and if you 
did not have a step 1. 

At that time the Treasury, as it had before, consulted with repre- 
sentatives of the industry, discussed problems under the approach 
suggested, and finally came to the conclusion that a pure total come 
approach would work very harshly against the stock companies, and 
developed this combin: ation formula. The basic structure of the bill, 
without its details, were discussed with industry representatives and 
with the joint committee staff, and suggested in public hearings by 
Mr. Scribner in November. It was based on that that the W ays 
and Means Committee went forward, and after discussing other alter- 
natives, came to the conclusion that this combination formula, the 
structure of this bill, probably had the best chance of success as the 
fairest . ay of coping with a very difficult problem, not that it is 
perfect, but that it seemed to be the best available suggestion to date. 
There was left the problem of determining the details of the bill, 
how to measure the investment income in the first step, and so forth. 

Senator Frear. In this industry council, were small and large stock 
and mutual companies represented ¢ 

Mr. Linpsay. We have seen individually, representatives of indi- 
vidual companies, including some small companies and _ specialty 
companies, but on the whole we have dealt with the representatives 
of the two large associations, which represent the bulk of all insur- 
ance companies. 

Senator Frear. Do I take it from what you have said that in gen- 
eral the group of insurance companies, both associations and their 
members, are in agreement with the legislation now before us? 

Mr. Linpsay. I think I would like to hear what they say in public 
hearing tomorrow and the rest of this week before I predict what I 
think they are going to say. 

Senator Frear. I did not mean to put you on a spot, Mr. Lindsay, 
but I am rather serious about the question. 
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What I am trying to find out is, in these conversations with the 
Treasury Department, the joint staff, and the members of the indust 
in general, do I correctly understand that the members of the ind 
recognize that the insurance companies had a fairly easy affair, ag 
far as taxes were concerned, and that they admit this even though th 
didn’t want any more taxes extracted than were necessary, but this 
was at least a plane on which most of the industry was in agreement} 

Mr. Lanpsay. I very definitely have that impression. There are 
some exceptions among people in the industry who think that the bil] 
is too harsh, and that we should just go along with the sore But, 
on the whole, I believe that many tree elements in the industry, 
people with whom we have dealt, feel that this bill in its overall strue- 
ture is a reasonable approach to the taxation of life insurance com- 
panies. 

I don’t think they like the first step as it now pene in the bill, 
They would much prefer to see the 5-year average device, and there 
may be some other detailed things that they are particularly interested 
in, but, on the whole, I think they think the bill is an acceptable, fair 
bill. 

Senator Frear. Well, from these conferences then, I gather that 
the insurance companies, through their associations, did give you the 
idea, that is you, the Treasury, and the joint committee staff, that this 
first step was not entirely to their liking, or they thought it might be 
improved upon. 

Now: in what step between then and the bill as it came before the 
House did the Treasury enter this item, or make this change in phases 
1, 2, and 3, or any others ? 

Mr. Lanpsay. From the point of time, I am not sure that I recall, 
but I think this provision was drafted in the subcommittee print; the 
subcommittee of the Ways and Means Committee prepared a report 
and the subcommittee print bill. It was then discussed by the Ways 
and Means Committee as a whole, and this particular measure of the 
investment income appeared in the final bill. 

It was worked out in its details in the Treasury, but we were con- 
sulting with the joint committee staff and others as we went along. 
Senator Frear. Who are “others”? Was the industry invited in on 
this? 

Mr. Linpsay. At that time, no, because at that time our discussions 
were confidential. 

Senator Frear. Yes; I understand. 

Then following today’s session of the Finance Committee will be the 
first opportunity that the industry will have to give its expressions 
either privately or publicly. 

Mr. Linpsay. Publicly, the first opportunity. I think privately 
they have already expressed themselves on it. [Laughter. ] 

Senator Frear. I am sure you are not referring to any members of 
the industry seeing any members of this committee. [Laughter.] 

Mr. Linpsey. I didn’t have particular reference to that in mind. 

Senator Frear. What other, if any, gimmicks have been added to 
this bill or detached from the original suggestion when you, the 
Treasury that is, and the joint committee staff and the industry had 
their meetings? Are there any major changes in this legislation as it 
now appears, and if so have they been made in the last 60 days? 
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Mr. Lunpsay. Well, the third step was not in the subcommittee print 
and is entirely new. But such a step had been proposed by elements 
in the industry, itself, some time ago, not as a supplement to phase 2, 
butasa substitute for phase2. In other words, just investment income, 
and then the third step and that would be the bill. That is where that 
idea was first suggested. 

The subcommittee print, as I recall, did not include the 10 percent 
deduction for increases in nonparticipating reserves, but consideration 
of that was suggested in the Secretary’s letter of April 1958, and that 
kind of a deduction had been discussed all along. It didn’t appear in 
the first bill, but was finally adopted and accepted by the Ways and 
Means Committee. ; 

Also, the deduction for 2 percent premiums on group policies was 
not in the subcommittee print. It was put in later, and it is some- 
thing that the industry has been asking for all along. 

I think that is about it. 

Senator Frear. I thank you, Mr. Lindsay, and I want to say that 
I think you gave us yesterday and again today in your report to this 
committee a fair and thorough analysis, At least as a layman, I 
have understood it. I know that the witnesses who are coming up in 
the next few days before this committee are going to have specific ques- 
tions that they will want answered, and a will pose to this com- 
mittee certain problems that they are going to ask for relief on. 

It is my understanding that it will be the intention of the Treasury 
Department to have representatives here during that testimony, and I 
expect that I will be given the privilege of asking you and your asso- 
ciates in the Treasury how at least one member of this committee can 
best get information to solve whatever problems may arise, sir. 

Mr. Linpsay. Yes. 

Senator Frear. That is all, sir. 

The Cuarrman. Mr. Lindsay, in connection with the questions asked 
by Senator Frear, in these conferences with the industry, was there any 
expression of approval of continuing the present law? the 1942 
formula ? 

Mr. Linpsay. By whom? 

The CuarrmaNn. By any of the industry that you conferred with. 

Mr. Linpsay. I would say no. I am sure there are some insurance 
companies who would prefer to see the present law extended, but 
those would be companies that have very little investment income and 
therefore escape taxation. 

The CuHatrman. There were no recommendations made to you to 
continue the present law ? 

Mr. Linpsay. No. 

The Cuamrman. Senator Hartke. 

Senator Harrxe. In regard to section 815 of the act, which deals 
with distribution to the shareholder, does this section impose a penalty 
mo surplus which was accumulated prior to the effective date of this 
ac 

Mr. Linpsay. No, but before that prior accumulated surplus can 
be distributed without triggering the tax you have to pay the tax 
with respect to that 50 percent of net gains from operation that had 
been deducted since 1958. 

In other words there is an order of priority on distribution: First, 
dividends paid out of tax-paid income ald be paid without any 
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additional tax effect on the company. Any excess dividends would 
be assumed to come out of untaxed amounts accumulated since 195g 
Once those are exhausted, and prior accumulations are paid out, the 
payment of those prior accumulations would not actuate any further 
tax. 

Senator Harrxe. They would not actually be further taxed thep} 

Mr. Linpsay. No. 

Senator Harrxe. And there is no penalty imposed then on surphy 
accumulated prior to that time ? 

Mr. Lanpsay. That’s right. 

Senator Harrxe. In regard to Senator Butler’s question, and jp 
which maybe I misunderstood your answer, I think that you gaiq 
that that was a tailormade bill for the insurance companies, is that 
right? 

Mr. Lanpsay. Yes, I probably stated it that way. 

Senator Harrxe. And in regard to these tax exempt interest pro. 
visions, I thought you said that they did not apply to any other ind- 
vidual or corporate entity. 

Mr. Linpsay. That is correct. 

Senator Harrke. In other words, you are attempting to have two 
separate fields of imposition of tax in this tax-interest exemption field, 
is that right ? 

Mr. Lainpsay. Yes, but let me say this, in making an adjustment 
in the reserve deductions you are dealing with the kind of a deduction 
that most other taxpayers don’t have anyway. 

Senator Harrxe. Would there be any 

Mr. Lanpsay. That is what I had in mind. 

Senator Harrxe. Could there be any reason why it could not bk 
applied to other corporations and other individuals on an equal basis 
as applied to insurance companies ? 

Mr. Linpsay. I think it would be entirely possible to require that 
expenses allocated to tax-exempt interest be disallowed. 

Senator Hartke. Does the Treasury contemplate such action? 

Mr. Linpsay. We have not contemplated such action. We have 
enough on hand with this bill. [| Laughter. | 

Senator Harrke. Yet you would want to be fair with the insuranee 
companies, as fair with them as you would with other taxpayers, would 
you not ? 

Mr. Lanpsay. We hope to be. 

Senator Harrxe. And this leaves at least the implication that you 
are not being. 

Mr. Linpsay. The implication was suggested. [Laughter. ] 

Senator Harrxe. Now then, has there been any consideration given 
by the Treasury to the effect upon municipal bonds and their potential 
sale as a result of these particular provisions on tax-exempt interest! 

Mr. Linpsay. As we believed that the formula in the bill was corre 
and fair and gave full credence to the exemption, we did not makes 
study as to the effect on the municipal bond market. 

Senator Harrxe. It is correct and fair as to whom ? 

Mr. Lanpsay. As to the taxpayer. 

Senator Harrxe. But will it not have the effect of making le 
desirable municipal securities ? 

Mr. Linpsay. They would be more desirable if we gave not only 
full exemption but ites a double deduction or double benefit, and 2 
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that sense this is less desirable than what some companies are request- 


ing that we do. 
"Senator Harrke. I know you have done a fine job of educating me, 
[ will say that for you, but one other question: The President, in his 
annual budget message, in order to present a balanced budget gives 
an anticipated increase of 30 percent of profits for corporate entities. 
Was that factor taken into consideration for insurance companies in 
our overall estimate, when you also had included in the President’s 
leet the adjustment of the insurance company taxation. Do you 
follow what I am talking about? 

Mr. Linpsay. I don’t think there was a double inclusion there. I 
do think that the budget did take into account about 500 million for 
the insurance companies based on what was considered to be prevailing 
law. 

Senator Harrxe. As I understand the President’s budget he antic- 
jpates approximately a 30-percent increase in corporate profits for 
1959 over 1958, isn’t that correct ? 

Mr. Lanpsay. I believe so. 

Senator Harrxe. But was such a figure taken into consideration 
for insurance companies in this overall corporate increase or wasn’t 
itconsidered ? 

Mr. Linpsay. I really don’t believe I can answer that question. 

Senator Hartke. Would you see if you could find out for me? 

Mr. Linnsay. Yes, I will. 

(The following information was supplied by Mr. Lindsay :) 

The approximately 30 percent increase which Senator Hartke mentioned is a 
composite figure which takes into account different rates of change in different 
industries. With respect to life insurance companies, the budget estimates as- 
sumed that net investment income would show a year-to-year increase of about 
8% percent. 

Senator Harrxs. That is all, thank you. 

The Cuarrman. Senator McCarthy. 

Senator McCartuy. Mr. Chairman, I hesitate to raise this particu- 
lar question again, but I have one insurance company in Minnesota 
which holds something like 36 percent of its investments in tax-exempt 
municipal securities, and the company is quite persuaded that it will 
be much worse off if this bill is passed than it would be under the 1942 
act or under the 1950 act. Are they mistaken or not ? 

Mr. Linpsay. We, I would like to, in connection with a memorandum 
that we stated we would submit for the record, reexamine that. We 
thought that we were giving substantially the same treatment as under 
the 1942 act, but doing it in a different way, and it would be very 
helpful for us if we could be given some of the material these gentle- 
men have to demonstrate the disadvantage of this act over the 1942 act. 

Senator McCartuy. Let me ask you this, wasn’t it your theory that 


you were applying a pro rata share of costs against the tax exempt 
income ¢ 


Mr. Linpsay. Yes. 


Senator McCartny. This was the theory upon which you were pro- 
ceeding. 

Mr. Titian Yes. 

Senator McCarruy. So the first question is whether or not you have 
done that or not. The second question is whether or not you should 
doit, or whether we want you to doit. 
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Mr. Linpsay. Yes. 

Senator McCarrny. This is the point of our disagreement, the 
difference. 

Mr. Linpsay. That is right. 

Senator McCarruy. I have a second question that relates to the 
exemption with regard to the handling of pension funds: Could you 
tell me what insurance companies, principally, are handling thegg 
pension programs now ? 

Mr. Linpsay. By and large the larger companies are handling them 
now. 

Senator McCarruy. What is the reason, is it the question of spread. 
ing the risk, the uncertainty of the business, the cost factor? y is 
it that the large companies, as I understand do now conduct or 
on most of the pension business? They seem to be able to compete at 
least in some areas with the banks and trust companies, even 
they are handling the pension programs of small businesses, what is 
the explanation for that, Mr. Lindsay ? 

Mr. Linpsay. Well, I suppose that the explanation is in part the 
same as the explanation for the fact that these companies happen tobe 
the largest and have many, many customers, are well-known to the 
corporations that want to set up pension plans and they tend to goto 
the large companies. I don’t know that I can give you a fuller answer 
than that. 

Senator McCarrnuy. It might not be an economic justification. 

Mr. Linpsay. I believe there are group policies handled by some 
small insurance companies. 

Senator McCarruy. One other general question, and I assume this 
is involved in the theoretical approach to this legislation: Would ith 
impossible to have a situation arise under their bill comparable to 
what happened in 1947 ? 

Mr. Linpsay. I don’t see how that could happen. 

Senator McCarruy. In terms of a balanced tax program what you 
propose here is much sounder than what we had in 1947. 

r. Lrnpsay. That is correct. 

Senator McCarruy. Thank you, Mr. Chairman. 

The Cuarrman. Just one more question, Mr. Lindsay. What is 
included in the budget for this item from insurance taxation? 

Mr. Lrnpsay. 500 million. 

The Cuatrman. Mr. Lindsay, on behalf of the committee, I want to 
thank you for the splendid presentation you have made of a most diff- 
cult taxation subject. It is one of the best presentations we have had 
before this committee in my 26 years’ experience. We appreciate the 
frankness and your capacity to make the discussion you have. 

Mr. Linvsay. Thank you very much. 

The Cuarrman. We will adjourn until 2 :30 this afternoon. 

(Whereupon, at 12:50 p.m., the hearing was recessed, to reconvene 
at 2:55 p.m. of the same day.) 


AFTERNOON SESSION 


The CuarrmMan. The committee will come to order. 

The first witness is Mr. Deane C. Davis, the president of the National 
Life Insurance Co. of Vermont. 

Mr. Davis, will you come forward? We are glad to have you, Sif. 
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STATEMENT OF DEANE C. DAVIS, PRESIDENT, NATIONAL LIFE IN- 
SURANCE CO. OF VERMONT, ACCOMPANIED BY W. JAMES PREBLE, 
ACTUARY 


Mr. Davis. Mr. Chairman and members of the committee, my name 
is Deane C. Davis. I am president of National Life Insurance Co. of 
Vermont, a mutual company organized 109 years ago; a company with 
slightly over $2 billion of insurance in force, upon the lives oF approxi- 
mately 250,000 policyholders; a company which does no group, acci- 
dent and health, or industrial business. 

I have with me here today one of my company associates, Mr. W. 
James Preble, an actuary by profession, who will assist me on my 
actuarial questions involved. 

I want to make it clear that I am testifying today solely on behalf 
of the company which I represent. I emphasize this because I am 
currently acting as chairman of the industry Joint Committee on 
Federal Income Taxation of Life Insurance Companies. That com- 
mittee as such has no official position here today. 

Iam in favor of the basic pattern and structure of H.R. 4245. There 
are several provisions of the bill which I believe need amendment. 
The two most important amendments relate to the formula to be used 
for determining taxable investment income in phase 1, and the provi- 
sion in phase 2 of the bill which limits deductions related to partici- 
pating business. 

Before speaking to the two points of proposed amendment, I would 
like to place on the record some facts and figures which I believe are 
indispensable to a proper perspective of the problem and which have 
convinced me that the combination approach represented by this bill 
is logically sound, equitable between companies, and in the public 
interest. 

These facts point out some profound changes which have taken place 
in the life insurance industry, which require a new and different 
erence than has prevailed at any time since 1920. They point out 

rapid growth of lines of business which in 1920 were more or less 
incidental to the main business of most life insurance companies then 
operating. 

To illustrate the changes which have taken place in the constitution 
of the life insurance business since 1920, charts I and IT analyze the 
business over the period from 1920 to 1957 according to the different 
types of business in force. This could be done in any number of ways, 
but I have attempted to classify the business according to those types 
which, on the one hand, represent contracts calling for the siemens 
tion of reserves and depend upon investment earnings for their main- 
tenance, and those types which, on the other hand, are of relatively 
short duration or present greater opportunity for underwriting gains 
than for investment gains. 

Chart I shows the changes in the life insurance business in force 
over this 37-year period for each of the following five classes of 
business : 

1. Ordinary life and endowment insurance. 
. Participating industrial insurance. 
. Nonparticipating industrial insurance. 
. Ordinary term insurance. 
. Group life insurance. 
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This chart shows that whereas all life insurance business in force 
has increased during this period, and has increased markedly since 
1940, group insurance and ordinary term insurance have increased 
at a much more rapid rate. These classes of business develop small 
reserves and depend only slightly upon investment earnings for their 
maintenance. 

(The charts referred to follow :) 


Cuakrt I 
Percentage Distribution of Life Insurance in Force by Type of Instrance 4 
1920-1957 a4 
U.S. Life Insurance Companies ; : 
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Cuart II 
, Distridation of Life Insurance in Force By Type of Insurance 
1920-1957 
U.8, Life Insurance Companies hee, 


[ey 


Ordinary Life 
and Endownent 





Mr. Davis. This is seen in better perspective in chart II, where the 
percentages of these various types of business are shown rather than 
the absolute amounts. Again it is apparent that ordinary life and 
endowment insurance, which are those types of contracts calling for 
the accumulation of reserves which produce investment income, have 
decreased in relative importance over this period of time from approxi- 
mately 73 percent of the total in 1920 to approximately 47 percent 
of the total in 1957. Group insurance, on the other hand, has increased 
from less than 4 percent of the total to over 33 percent during the same 
period. 

The charts do not include accident and health insurance and an- 
nuities. The trend in these lines is shown in table 1, on page 5, where 
they are listed at 5-year periods ending with 1957, and you will note 
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that the annuities have only increased in that period of time ther 

shown, and we only had the figures for 1940, from 9.4 to 9.5 percep 

whereas accident and health has increased from 5 to 21.2 percent, 
Senator Kerr. Does that mean of the total insurance in force? 
Mr. Davis. Yes. 


TABLE 1—Premium income, annuities and accident and health—Percentage of 
total premium income 
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This table demonstrates the rapid growth of accident and health 
coverage and the relatively slow — of the annuity busines, 
This is further evidence of the trend toward specialization in the low 
reserve, low investment income type of contract. It also shows the 
lack of growth percentagewise of individual and group annuities, 
This may well be due to the discriminatory tax levied on insured pen- 
sion business and the double taxation of annuities, a subject which will 
be discussed by other witnesses, I am sure, during these hearings. 
In 1921, Congress abandoned the total income approach in favor of 
an investment income base. In retrospect, I think it can fairly be said 
that there were sound reasons for doing so. At that time the ratio of 
investment income to total gains of life insurance companies was 
reasonably uniform among companies. Hence, whatever may be said 
of the investment income approach as a scientific yardstick for the 
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measuring of income, in 1921 it did at least distribute the tax burden | dali 
among life insurance companies with rough and reasonable — exte 

That situation no longer prevails. All of these new kinds of busi- | oft 
ness involve types of coverage in which investment income is lowin | lvé 
relation to net operating gains, and hence render inappropriate the U 
investment income approach as a single measure of taxable income, ‘ax 

In some measure the tax situation as it has existed in the last d bur 
perhaps longer, has accounted for the large number of newly organi the: 
companies. con 

Table 2 shows the increase since 1950 in the number of insurance | mé 
companies in the United States. This table shows, as was testified to | gat 
this morning by Mr. Lindsay, that the number of companies has dou- | #e 


bled in 71% years, from 621 to 1,314, and it may be a matter of interest 
to you to show the distribution of these companies and to see in what 
States that growth has been. 
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(The table referred to follows :) 


qe 2.—U.S. legal reserve life insurance companies—Number of companies 
domiciled in each State 


State | Dee. 31, | June 30, 
1958 


va ame | 
1950 


veil’ 
en 

R New Hampshire... Cea” 
|| New Jersey_. bebe 

| New Mexico.. 
' 


New York.. Rats dbbatcnticmal 
North Carolina... 

North Dakota_..---- 

Ohio... 

Oklahoma 

| Oregon. 

|| Pennsylvania_- 

|| Rhode Island. . 

|} South Carolina_.........- 

3 || South Dakota ae 
d Ebates ctlbecaccnee< ' 


Utah. 


iy 
8 


oe srs tar 
run we Re SSasbBwane 
BuSwBaNiSatiBroonwr 
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| Washington -. 
West Virginia. . 
|W isconsin . . 


ht et 
noe aoor- 


| : Ls 1, 314 








Source: Individual State insurance Seneunemenie. These companies are considered legal reserve by 
ter respective State insurance departments and may not be so considered by all other State 


Mr. Davis. I would call your attention particularly to the States of 
Texas and Arizona. 

The very fact that life insurance companies have been taxed under 
m investment income approach has encouraged a high degree of spe- 
dalization on the part of new companies formed and, to a substantial 
extent, in previously organized companies. It has influenced many 
of these new companies to emphasize coverages with relatively small 
investment income. 

Under the tax formulas that have been in effect since 1921, all the 
tax burden has fallen on net investment income. No part of this tax 
burden has been related to underwriting gains. It is clear that under 
these circumstances the tax will fall with undue severity upon those 
companies whose net investment income is large in proportion to their 
mderwriting gains. Conversely, companies with louie underwriting 
gains and relatively little net investment income have received pref- 
erential tax treatment. 
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For purposes of illustration, table 3 shows an analysis of 1957 opera. 
tions of a small group of specialty companies that write almost noth. 
ing but credit insurance: 


TABLE 3.—Total net gain and net investment income, 5 credit insurance 
companies 


{In thousands] 


Company Total Net 
operating investment | Ratio (142) 
gain income 


| 
-|——— 


$13, 892 $682 2.3m 
», G17 258 | 2.7 
3, 752 245 15.314 
1, 269 63 2.198 
2, 214 42 52. 714 











The table shows that in these 5 companies net gains from opera- 
tions are over 20 times their net investment income. If, as under the 
1955 stopgap law, we assume that 15 percent of their investment in- 
come is subject to tax, we find that only $194,000 out of $26,744,000 
of total operating gains have been taxed. This is less than 1 per. 
cent of those gains which, in the case of this very short-term busi- 
ness, arise almost entirely from underwriting. Although the com- 
panies used in table 3 are “specialty” companies, and therefore serve 
to dramatize the inequities involved in taxing investment income 
only, there are hundreds of other companies which differ only in 
degree. 

hese facts demonstrate how completely inappropriate is the 1942 
law under the conditions which now prevail. The 1942 law, if made 
effective— 

(1) Would leave untaxed a substantial reservoir of under- 
rea 

(2) Would continue a tax preference to companies with large 
operating gains and little investment income, and penalize com- 
panies with relatively high investment income and relatively low 
operating gains; 

(3) Would re-establish arbitrary and indefensible factors 
based on industry averaging; 

(4) Would be grossly unfair to companies with reserve in- 
terest requirements higher than the industry average; 

(5) Would provide no relief for new companies experiencing 
operating losses ; 

(6) Would provide no special provision for smal] companies. 

I understand that some companies et making the 1942 law ap- 
plicable to 1958 operations, and making the new bill effective with 
respect to 1959 operations. 

he argument advanced for this position is that it would give an 
additional year to study the new law and an opportunity to propose 
amendments before the law actually went into effect. 

I recognize the complexity of this bill. No matter in what form 
the bill is passed, it is probable that future amendments will be re 
quired to cover situations not now foreseen. Certainly, a bill of this 
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complexity and importance requires that reasonable opportunity be 
iven for everyone to study it and make their views known. 

On the other hand, if more time is needed for consideration of the 
form of this bill, certaintly provision can be made to accomplish 
that result without in the meantime applying the 1942 formula, which 
has been completely discredited. 

If the 1942 formula should be made applicable, the result would 
be to continue the inequities inherent in the 1942 law. 

It would be far better to adopt the procedure which this commit- 
tee used in 1950, to extend the time of filing returns so long as is 
needed for such consideration. I feel strongly that our business needs 
to have this question settled. 

In the published record of the House hearings, page 429, there is 
a significant example of the kind of inequities that would be pre- 
grved under the 1942 law. The record shows a company with over 
$11, million of net gains for 1957 that paid under the Mills stopgap 
law approximately $9,000 in Federal income taxes. If the 1942 law 
were applied, the tax would still be insignificant, not certainly more 
than double. This is an extreme example, but there are many others 
which differ only in degree. 

National Life Insurance Co. would pay, under this bill, over $700,- 
000 more than it would under the 1942 law, under this bill, which 
we are now considering, over $700,000 more than it would pay under 
the 1942 law, and under the amendments, in its present form, even 
with the two amendments which I shall propose, we would still pay 
under H.R. 4245, over $300,000 more than the 1942 law. Perhaps 
you will accept that fact as some evidence of how strongly I feel 
that application of the 1942 law even for 1 year is compietely in- 
defensible. 

At this point I wold like to describe briefly the two proposals of 
amendment to which I previously referred. The first involves the 
method prescribed for computing taxable investment income (phase 
1). 
The broad outline of the combination approach embodied in this 
bill was first suggested by Treasury staff representatives who met with 
representatives of the life insurance industry on October 28, 1958. 
I should like to state it was my privilege to be a member of that 
group. 

The method for calculating taxable investment income in the first 
phase, for which the Treasury staff expressed a preference at that 
time, was the adjusted reserve method, otherwise sometimes known 
as the Menge formula or sometimes the surplus interest formula. 

The adjusted reserve method involves making a computation of 
the amount of reserve interest credit which would be needed to main- 
tain the reserves of each particular company after revaluing these re- 
serves on the basis of the company’s interest rate actually earned 
in the taxable year. When this amount has been thus determined, it 
is deducted from the total net investment income and the balance 
isthe taxable investment income in dollars. 

The methods which have been used in previous investment income 
formulas have differed, but all have involved, in one way or another, 
the interest rate assumed by the company in computing reserves— 
either using an industry average or some arbitrary factor based on 
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industry averaging. The major difficulties in applying these formu- 
las over all these years have stemmed from the invalidity, both in 
theory and in practice, of using such assumed rates. __ 

The method of using low, and therefore conservative projections 
of assumed interest earnings for computing reserve liabilities, } 
used by companies, has stood the test of time for the pamgen for whi 
it was developed, namely, to assure the solvency of the companies, 
It is one thing, however, to use an actuarial projection for the pur. 
pose of computing adequate reserves to assure solvency over a ee 
period of years; it is quite another to use an actuarial projection ag 
one end of the measuring rod to determine an investment income tax 
base for each separate year. 

In order to avoid the artificialities and inequities inherent in using, 
for tax purposes, assumed rates of interest earnings, the adjusted rm. 
serve method was developed, which uses the actual earned rate of 
interest of the individual company. It furnishes a practical method 
whereby the basic invalidity of using the assumed rate of interest 
is avoided and, in addition, it eliminates the inequities of industry 
averaging. 

In the bill before you the basic principle of reserve adjustment has 
been adopted. Now, that is something that is brand new in this 
whole investment income formula. We have never had anythi 
like it before, and the thing I want to point out is that the drafters 
of the bill now have taken the first part of this adjusted reserve 
method and have repudiated the second part. 

Unfortunately, during the considerations by the Ways and Means 
Committee the original adjusted reserve method was modified. In- 
stead of using the individual company’s actual earned rate of interest 
to make the revaluation, the bill specifies a different rate for reserve 
revaluation. This rate is the mean between the individual company’s 
earned rate and its assumed rate, or the industry average assumed rate 
if higher. The introduction of this modification, unfortunately, re- 
introduces many of the artificialities and inequities which were avoid- 
ed in the original form of the adjusted reserve method. It reintro- 
duces the use of both the assumed rate of interest and industry aver- 
aging, in certain cases. 

Now, I have understood that one reason, at least, why the adjusted 
reserve method was modified was that the method used in the present 
bill would raise more revenue. 

I should like to be on record that I believe that is a yee reason to 
adopt an unsound and arbitrary formula. I would much prefer to see 
the adjusted reserve method in its original form adopted as the meas- 
ure of taxable investment income in phase 1, and set to rest forever 
this controversy over how to construct an investment income base for 
the taxation of mutual or stock alike companies. We can do it by 
adopting the original Mende formula in which it was first submitted 
to the Treasury, and for which preference was first expressed. 

If, on the other hand, it is felt that revenue considerations are such 
that more revenue must be obtained than would be provided under 
the original adjusted reserve method, a much more satisfactory modi- 
fication exists. This modification would retain all of the advantages 
of the original adjusted reserve method and, in addition, would avoid 
possible fluctuations that might concievably occur if only the earned 
rate for the tax year were employed. 
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The modification to which I refer would substitute a 5-year average 
of the individual company’s actual interest rate earned on investments 
for the rate experienced in the particular tax year. 

The other important amendment which I believe should be adopted 
involves the treatment in phase 2 of operating gains which they are 
jess than taxable investment income. It has come to my attention 
that other witnesses intend to testify in some detail on this pomt. In 
order to save time, therefore, I shall limit myself to a few general 
observations. 

The committee report accompanying H.R. 4245 contains the fol- 
jowing statement : 

“Moreover, the bill provides that although, generally, underwriting 
Josses can offset investment income otherwise subject to tax, this is 
not to be the case to the extent that the underwriting loss is attributa- 
ble to policyholder dividends.” 

The term “underwriting loss” as used in the committee report means 
the amount by which taxable investment income exceeds gain from 
operations. 

This treatment of policyholder dividends represents an adoption of 
the argument sometimes made, that mutual companies would other- 
wise be able to unreasonably reduce tax liability by paying out exces- 
sive dividends. This argument ignores the basic fact that policy- 
holder dividends are merely price adjustments and, therefore, in com- 

ting taxable income, should be allowed as a deduction without any 

imitation whatsoever. 

Logically, this issue should be settled on the basis of a determina- 
tion of the essential character of a policyholder dividend rather than 
on the basis of some fear that mutual companies will elect to min- 
mize their tax liability by unsound management decisions. 

The life insurance business, I would like to interpolate, is well 
regulated throughout this country by State regulations for solvency, 
and so on, and it is completely unthinkable in my opinion that a 
company in any State that is properly regulated throughout the 
country would permit a mutual company to engage in any such enter- 
prise as has been assumed as the basis of that argument. 

So I want to come to the point that what is paid back by a mutual 
company is nothing but a price adjustment, pure and simple. The 
Treasury this morning said that nine-tenths of the profit was price 
adjustment. I say that ten-tenths are price adjustments, because all 
that there can be in the mutual company’s dividend is savings of 
expenses, savings of mortality, both of which are related to the process 
of underwriting, or some investment earnings that may be left over 
after the reserves have been properly added to under the actuary’s 
business. 

But what I say to you, if anybody believes that any element of 
the interest that is embedded in that policyholder dividend, small 
as it may be, is anything other than a price adjustment, I merely want 
to call your attention to the fact that exactly the same thing takes 
Place in the stock company in the computation of premium, itself. 

there is no difference, in my opinion, whatsoever, between the 
treatment of any element of interest embedded in the dividend as 
being different in setting the price. 
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Now if, as I contend, a policyholder dividend is only a price adjust. 
ment, failure to recognize full deductibility of such dividends creates 
a tax discrimination against participating business. For example 
if a nonparticipating policy costs $50 per year, and a corresponding 
participating policy costs $60 per year, the dividend paid to the par. 
ticipating policyholder will probably be about $10 per year on the ayer. 
age. To the extent that the bill limits the allowable deduction for 
policyholder dividends, discrimination is created between these claggeg 
of business. 

In support further of that principle, there will be testimony, be. 
cause I have had the privilege of reading it within the last half hour, 
either this afternoon or tomorrow, by a witness, which compares the 
actual costs, the net cost in the participat ing of a mutual company and 
the whole list of stock companies on the other hand. You find price, 
when you get all through, is so close that failure to permit the par. 
ticipating business to use the dividend route in order to adjust the 
price to mutual policyholder will throw a greater burden on the 
mutual policyholder than the man who buys from a stock company. 

Maybe there is some public policy that makes sense to that; it 
doesn’t to me. 

However, in order to avoid any controversy—and believe me we 
have tried for the last year to settle this controversy among ourselves 
in the many different companies, and I want to say to you there is 
building up a real solid support for the pattern and structure of this 
bill. 

If this committee at this time will turn its real earnest attention, 
as it is, to the point of ironing out those differences and amending 
this bill, we will have this controversy settled for the first time for 
a period of time that can be called permanent. I don’t know how 
long that is, but that is a lot longer than in the past. 

In order to avoid any controversy with respect to the exact nature 
of policyholder dividends, I do not recommend that so-called under 
writing losses be fully allowed as offsets to taxable investment income 
in mutual companies, in spite of the fact that this full offset is al- 
lowed in stock companies. Instead, I recommend that 50 percent 
of such losses be allowed. This 50-percent allowance would go part 
way toward eliminating the discrimination now found in phase 2 
of the bill and would give some recognition to the argument, some 
times made, that policyholder dividends are not entirely price adjust- 
ments. Moreover, it offers practical protection against any si 
that may prevail that mutual companies would attempt to reduce 
their tax liability by unwise management decisions. 

On that point I should like to say this morning I heard the testi- 
mony concerning what it would cost to make this allowance, and 
I believe Mr. Lindsay, the representative of the Treasury Department, 
used the figure of $70 million, and I think that is the cost of it. If 
you gave 100 percent, that is what he was talking about this mom- 
ing. Fifty percent would be one-half of that, or approximately $35 
million. 

It is the earnest hope of the great majority of life insurance com- 
panies in this country that this problem, when settled, will be settled 
on a basis of permanent legislation. I strongly urge that you adopt 
this bill with the two amendments which I have suggested, and with 
others that will be suggested. 
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Without expressing a personal opinion upon the merits of other 
modifications which will be proposed, it is my personal opinion that 
the two most important modifications required to give this legislation 
the necessary degree of permanence are the two which I have sug- 


ed. 

The CuamMan. Thank you very much, Mr. Davis, for a very able 
statement. 

The Chair has just been informed that the Treasury has issued a 

lation extending the time of filing of returns on insurance in- 
come from March 15 to June 15. 

Senator Kerr. Which year? [ Laughter. ] 

The CuatrMan. Do you have any questions, Senator Kerr? 

Senator Kerr. Mr. Davis, how can have you been with the Na- 
tional Life Insurance Co. ? : 

Mr. Davis. Well, I came there in 1940; that would be 19 years ago. 

Senator Kerr. Mr. Chairman, I hope the committee will indulge 
mea personal reference. 

The first life insurance I ever owned my mother bought for me 
that she paid a nickel a week for to a fellow who came around every 
week, representing the Prudential Life Insurance Co. Did you ever 
hear of it? 

Mr. Davis. Yes, I have heard of them. [Laughter.] 

Senator Kerr. The second insurance I ever owned was, when I was 
18 years old, my father bought me $1,000 ordinary life policy in the 
National Life of Montpelier, Vt., and he told me to add to it when- 
ever I could. 

I remember that he quoted a statement on your advertisement, 
and I wondered if you still used it and, as I recall it, it was some- 
thing like this—you correct me if I am in error, “All death claims 
paid out of interest and rent income.” 

Mr. Davis. No, sir; we do not use that on our advertising any 
more. [Laughter.] It certainly would not be true if we did. 

Senator Kerr. Do you remember what you did ? 

Mr. Davis. I have seen some of that old literature, sir. 

Senator Kerr. I must say it made a very profound impression on 
me, and I referred to it not at all as critical, but as something which 
Iregarded as very complimentary. 

So I have been with the National Life Insurance Co. of Vermont, 
Mr. Chairman, a good deal more than twice as long as this witness 
has [laughter] and I hope that in the opinions that I might express, 
or votes I may cast, will not cause anyone to feel that there has been 
any conflict of interest. [Laughter. ] 

Mr. Davis, I was quite interested in your remarks about the 1942 
formula. 

I gather from your statement that the present bill would cost your 
company, for 1958, $700,000 more than the 1942 law would, if your 
lability is determined and paid under it ? 

Mr. Davis. That is correct, sir, in the form that the bill is now 
drawn ; yes. 

Senator Kerr. Well, in the event the committee decides to pass this 
bill now before us, or even with the amendments that you have sug- 
gested, would you still recommend that it would be made applicable 
to 1958 instead of the 1942 act? 
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Mr. Davis. I certainly would, sir. 

I believe that the 1942 law has so many, so many inequities jn jt 
that would be created and enhanced by the fact of the changes that 
have taken place while it has been in suspended animation, that it 
would be a tremendous mistake. 

Senator Kerr. You are aware of the fact that the 1942 law is the 
one which has already determined the tax liability for 1958? 

Mr. Davis. Yes, indeed, sir; I am aware of that. 

Senator Kerr. And that if it were changed it would result, as did 
the action last year, in the Congress changing the tax liability of a 

reat industry for a specified year subsequent to the termination of 
that year? 

Mr. Davis. Yes, sir. 

Senator Kerr. And whether the change produced more revenue or 
less, on the one hand, it would be a retroactive increase in taxation 
and, on the other hand, a retroactive relief from tax liability, as was 
the effect of the congressional action last year? 

Mr. Davis. I think it would be retroactive in the sense that you 
would not know the exact dollar of your liability until after the end 
of the taxable year. 

Senator Kerr. Well, that is already in here. 

Mr. Davis. Yes. But I do not believe that it is legally retroactive, 
considered retroactive to do so. 

Neither do I think that anybody is in the slightest bit hurt by the 
whole situation, other than the fact that they are going to pay more 
taxes. [Laughter.] But that—what I am trying to say here is where 
are you going to draw these inequities? That is the whole point. 

Everybody in this industry since the middle of the summer has 
known the basic outlines of what we have been working along with 
here on this tax bill. 

Senator Kerr. But they also know that the year ended, and the law, 
no new law, was passed. 

Mr. Davis. Yes, indeed ; they did, sir. 

Senator Kerr. You said to make it legally retroactive. If we 
make it retroactive at all we had better do it legally, hadn’t we? 

Mr. Davis. I would think we had better; yes, sir. [Laughter.] 

Senator Kerr. But you still urge this committee to make what- 
ever bill we pass, whatever bill we bring out, and which may eventv- 
ally pass, as amended in the Senate or in conference, retroactive to 
1958 ? 

Mr. Davis. Yes, sir. 

Senator Kerr. In your statement, Mr. Davis, you say : 

The very fact that life insurance companies have been taxed under ap 
investment income approach has encouraged the high degree of specialization 
on the part of new companies formed, and to a substantial extent in previously 
organized companies. It has influenced many of these new companies to 
emphasize coverages with relatively small investment income. 

I want to ask you a question about the words “to a substantial 
extent in previously organized companies.” 

What part of this tremendous increase percentagewise of industrial 
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nonparticipating and group insurance has been written by the mutual | 
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Mr. Davis. I could not give you the exact division between mutual 
and stock. I would say the overwhelming majority of the group is 
written by the larger companies. How it would break down, I guess 
themajority of it would be with the mutual companies. 

Senator atin Now, in which one of these designated kind of in- 
surance, if either, would that type of business that has been referred 
to here as credit insurance be included ¢ 

Mr. Davis. That would be called term. 

Senator Kerr. It would not be included then in either of these 
designated classifications appearing on your charts 1 and 2¢ 

Mr. Davis. Oh, yes indeed, sir. It would be in the second one titled 
“Ordinary Term.” I am looking at chart 2. 

Senator Kerr. Yes, in ordinary term. 

Now, that is the—— 

Mr. Davis. Incidentally, group credit, my associate calls to my 
attention—I mean that group credit is in the group part of it, and 
the individual credit is in the individual term. 

Senator Kerr. Isin the ordinary term ¢ 

Mr. Davis. Yes, that is right. 

Senator Kerr. Now, couldn’t your associate tell you and me what 
part of that group is groupcredit, approximately ! 

Mr. Presie. I would say a very small percentage of it. 

Senator Kerr. A very small percentage ? 

Mr. Presie. Yes. ; 

Senator Kerr. But of the so-called credit insurance, would you 

ive us an opinion as to what percent of the total of that in force 
is written by the mutual companies, and what percent by the stock 
companies ¢ 

Mr. Davis. I would say practically all of it by the stock companies, 
if I understood the question correctly. 

Senator Kerr. Does not your company write credit insurance! 

Mr. Davis. No, sir. 

Senator Kerr. It does not? 

Mr. Davis. No, sir. 

Senator Kerr. Well, would you estimate that—you do write term 
insurance ¢ 

Mr. Davis. Yes, individual, not groupterm. 

Senator Kerr. Individual. 

Well now, the individual term, that is what you call ordinary 
term—— 

Mr. Davis. Yes. 

Senator Kerr (continuing). On this chart would be what, a third 
or 40 ne as large an amount as the group insurance that is here? 
One of these tables, does it give the amounts? 

Mr. Davis. It gives the amounts of each of the segregations as 
shown on the chart, you can see that, of course, by taking the dollar 
sign on the left of chart 1, and the percentage sign for the various 
years covered from 1920 to 1957 in chart 2. 

_ Now, I think your question relates to the breakdown between credit 
msurance, individual credit insurance, and group credit insurance. 

Senator Kerr. Here is what I am trying to find out: In your state- 
ment here that I referred to you say there has been a high degree of 
specialization on the part of new companies formed, and to a substan- 
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tial extent in previously organized companies, and I gather that this 
high degree of specialization refers primarily to this term or credit 
insurance ? barks 

Mr. Davis. That is the most glaring. I do not think it covers the 
greatest volume, however. 

I think in other fields like health and accident, that is a very im. 
portant one. But any of those coverages that are predominantly on 
the term basis would be in that category. 

Senator Kerr. Here is what I am trying to determine for my own 
benefit and for this record. No. 1, under the provisions of this bill, 
in your judgment, are the stock companies which write credit insur. 
ance discriminated against so far as their relative position under this 
bill is concerned, with that of mutual companies? 

Mr. Davis. No, sir; I think not. 

Senator Kerr. Here is what prompts that question, and I would 
like for you to help me find the answer. 

Under phase 3, or whatever the third section of this bill might be 
called, tax liability accrues either when bringing income amounts to 
60 percent of something—what is it 

Mr. R. M. Oram (technical adviser, Joint Committee on Internal 
Revenue Taxation). Sixty percent of annual premiums; 60 percent 
of 1 year’s premiums. 

Senator Kerr. Equals the 50 percent. 

Senator Butier. Twenty-five percent of the reserve. 

Mr. Oram. Sixty percent of one year’s premiums. 

Senator Kerr. Does what? 

Mr. Oram. When the accumulated untaxed income reaches that 
figure—— 

When that 50 percent not taxed equals an amount or equals 60 per- 
cent of the annual premium, anything above that is taxed, or if any 
untaxed part is declared out as a dividend, then the company owes that 
tax, but there is an alternate ceiling here, and that is when—that lets 
it be free from taxation so long as the accumulated amount does not 
equal 25 percent of the reserve. 

Now, a stock company has, generally speaking, no reserve ceiling 
available to it; does it? 

A stock company writing credit insurance does not accumulate 
reserve? 

Mr. Davis. That is right. It does not have very high reserves. 

Senator Kerr. It does not accumulate? 

Mr. Davis. That is right. 

Senator Kerr. So that ceiling is of no benefit to it ? 

Mr. Davis. That is correct. 

Senator Kerr. Let us say that the National Life Insurance Co, 
generally speaking—and I am sure this is not correct, but for purposes 
of illustration—had 75 percent of its income from policies that did 
require and that permit a reserve to be accumulated ; and 25 percent 
of its income from this term insurance, let us say. 

If the 25-percent reserve is as elastic as I think it is that ceiling 
would be adequate to make it possible so that your company probably 
never would have any tax liability for that additional 50 percent be- 
cause if it were regarded alone it might get to where 60 percent of the 
annual income would get you out of that reserve. This other would 
fix it so it would not happen to you; is that possible? 
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Mr. Davis. If it were a stock company; but National Life is a 
mutual, and phase 3 does not apply to mutuals, and is not intended 

as 1 understand it. 

Senator Kerr. Well, would it be if a mutual owned a wholly owned 
subsidiary that was a stock company writing term insurance and filed 
,consolidated return ¢ {Laughter.] I am not saying that you do; I 
donot know whether you do or not. ray 

Mr. Davis. Well, we cannot. The law prevents us from doing it. 

Senator Kerr. What law? 

Mr. Davis. The law of New York and the law of Vermont. 

Senator Kerr. So that you could not dothat anyway # 

Mr. Davis. Yes. 

Senator Kerr. But you can write this term insurance then as the 
National Life ? 

Mr. Davis. We can write individual term insurance, and we could 
write group, too. Wedonot. Wecould. I mean we are chartered 
todo it; I mean authorized under the law to do it. 

Senator Kerr. Yes. Whatever your income might be there, let us 
say, of a highly profitable nature, could be added to your assets, the 
sum total of which would still not exceed 25 percent of the reserves 
and, therefore, it would not be taxable to you in your overall picture 
while, if you were engaged only in the writing of term insurance, it 
would; is that possible ? 

Mr. Davis. I think that is possible ; yes. 

Senator Kerr. Then, if that is possible, is this phase 3 of the bill, 
which as I understand it would apply to a stock company writing 
credit insurance, could it be logically or appropriately or accurately 
said that that provision constitutes discrimination against the stock 
companies as compared to mutual companies ? 

Mr. Davis. I don’t think so, Senator. I think you are dealing with 
asituation where you have got a measuring stick or a definition to try 
toseparate these companies that are doing this credit business. There 
isnothing wrong with those companies. 

Senator Kerr. Not at all. I am just trying to evaluate this bill from 
the standpoint of whether or not—you see, we are in this situation. 
The mutual companies have told us this discrimination in favor of 
stock companies. The stock companies tell us it discriminates in 
favor of mutual companies. And while ordinarily that would be a 
pretty good recommendation for it as written [laughter], I am just 
wondering if either or maybe both are right; see? 

Mr. Davis. I think one of them is right. [Laughter. } 

Senator Kerr. We didn’t suffer a total miss, then, did wef 

Mr. Davis. No, sir. 

Mr. Kerr. I asked the representative of the Treasury this morning 
how long mutual companies had been following the practice of return- 
ing or making adjustments in the form of policy dividends and we 
got a little bit—we found that that has been going on since about 
1759. I said quite frankly that as far as I am concerned, I am not 
in favor of the tax bill as a means of equalizing competition between 
two groups of free private enterprise, both of which are worthy and 
both of which are in accordance with law, and it seems to me, and I 
have so stated, rather a drastic action to take to arbitrarily limit the 
amount of adjustment that can be made if it is made accurately and 
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on the basis of experience im the record in the cost of the policy to 
a policyholder in a mutual company. But Mr. Lindsay, if T under. 
stood him this morning, told us that this bill as written would not touch 
the dividend on the policy that was made possible by a cost adjustment, 
and you referred to that in your testimony. 

Mr. Davis. Yes. 

Senator Kerr. The $140 million of the total $1,400 million approxi- 
mately now being returned in the form of policy dividends actually 
represented earnings on investment by the mutual companies op 
resources already owned and disassociated from the current. cost of 
carrying the insurance as would be reflected in your bookkeeping jf 
you didn’t have these investments in which your reserves were already 
Inv . 
Will you address yourself to that specifically as to your opinion op 
that matter? 

Mr. Davis. Well, I regret to say that that figure that was used by 
Mr. Lindsay this morning I am unfamiliar with and naturally I am 
not going to take issue with him as far as the amount that he is using. 

What do take issue with Mr. Lindsay and the Treasury Depart. 
ment on is that the whole thing of the return of a policyholder divi- 
dend is a price adjustment and I think the statistics of the comparative 
net cost among mutuals and stocks generally throughout the country 
will support that. And one of the witnesses this afternoon will have 
testimony on that point. 

Senator Kerr. Understand, I am going to listen to it, but it doesn’t 
seem to me that that comparative cost would be a determinative factor 
there. It would seem to me that if this $1,400 million that the mutual 
companies pay out in policy dividends is savings on insurance cost, 
that is one thing. If it isa sum made up by these two component parts, 
No. 1, savings in the cost of insurance, and No. 2, the return from 
investment of reserves, that would be another thing. 

Mr. Davis. Well, I take it from your question that you treat the 
component parts so far as there is any interest element involved in 
the dividends, that that stands differently than savings from expenses 
or mortality. 

Senator Kerr. Well, I am not taking the position yet that they 
should be treated differently. I am of the opinion that the origin of 
the money for distribution purposes is different. 

Mr. Davis. Well, I think, of course, the actuaries differ on this 
thing, but I believe the fairest approach to this whole proposition of 
what is in the policyholder dividend is some element of all three of 
those savings. 

Now, how much it will vary from year to year even the actuaries 
can’t tell you. The composition of the price structure in a life insur- 
ance contract so far as it relates to the premium, the reserve, the cash 
surrender value, dividends, and all those things, they are so inextri- 
cably tied together. 

Senator Kerr. Let us not get them tied together so closely that we 
can’t reserve the right to return the excess from the cost of the policy 
of the insurance. 

Mr. Davis. I should like todo at least that much, sir. 

Senator Kerr. I would, too. But it seems to me, and I want your 
reaction to this, that the money that your company or any other 


A 
> 
— -F 


s 
Sew 


eB. 


sé 


ss gg Bebe FETE es EF 


a a se 


cf cf. 


TAX FORMULA FOR LIFE INSURANCE COMPANIES 77 


licy {o | mutual company earns on its investments already made on reserves 
ready accumulated, aside from the degree to which you are able to 
‘touch | arty & policy at a figure less than the annual premium, it would 
tment, | to me first that there are different items of income to you, and 
gond, that that policyholder under that mutual policy would be in 
sdifferent posture with reference to the right he has got to participate 
inthe savings you can make out of his premium on the cost of insur- 
tually | mee and his participation that he is entitled to in your earnings on 
your investments. 
0st. of " Doesn’t it seem to you that there would be a difference there? Not 
ing if inthe fact that as a policyholder he is entitled to participate in both. 


} But in the first place, it is a return of excess cost that you charged 
ready —s « ° ’ 
him; isn’t it? 
ion on | Mr. Davis. Yes. I think you can more easily say that in the oo. 
nium itself—that that you can identify of the policyholder dividend 


sed isa part of the overcharge in the premium. 
Senator Kerr. There can’t be any question about that. 
Mr. Davis. That is capital. 1 think everybody ought to agree with 


using. 
epart. 4 r 
oa Senator Kerr. Under our system of taxation where there is a basis 


rative and a reasonable effort to take investment return, in the hands of 
whoever it may be, aside from, you know, churches or charitable insti- 


) have | tutions, the right of a policyholder or a stockholder to participate 
in that earning is subject to the right of the Government to tax that 
loesn't | tning before either the policyholder or the stockholder can identify 


factor | te part that he is entitled to participate in in the form of a dividend. 
r. Davis. I think the Government has a legal right to; yes, sir. 
> cost, Senator Kerr. Well, now, wouldn’t you say if they have the princi- 
ple of taxing earnings that they would have to make an exception if 
from | ‘ey didn’t tax them even in the hands of an insurance company ? 

Mr. Davis. I wouldn’t call it an exception because it is an entirely 
at the | ‘iflerent situation. The use of those reserves which have to be set 
side in level term insurance just must involve the assumption in the 
wnustruction of the premium of this amount of money that can be 
penses | amed because it would not be good for anybody—the insured, the 
+ they | Mmpany, the country, or anybody else—if these reserves were not 

: earned. 

ar Senator Kerr. You mean if these reserves were not used to earn. 

> Cie Mr. Davis. Used toearn. I’m sorry. 

oan a Senator Kerr. Sure. — ai 

ree of Mr. Davis. Now, having used them to earn, it is true that you can 

wgue that there has been newly created wealth come into the picture 

uaries | 'Y the process of using those reserves. But that is something which 

insur- | “Mporarily is used for the support of the life insurance contract, 

»cash | Md if it is to be taxed, certainly in a mutual company I would think 

extri | ‘te only point where it would reach taxation or should reach taxation 
| when it finally comes into the hands of the individual policyholder, 

at we | Lit is to be public policy to tax death claims. That would be the 

polieg | Prat. ' : 

Senator Kerr. You know a return of capital from a corporation, 
wen though it is in the form of kind of a dividend, is not taxable in 
your | the hands of the stockholder, while a dividend from earnings is. But 
other | ‘Mat return of capital is treated differently even in the hands of a 
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corporation than an earning in the hands of a corporation because op 
the one hand it is a capital gains tax and on the other hand it igs ap 
ordinary income tax. And it would seem to me that there would beg 
basis for the position of the Treasury that the earnings of even g 
mutual company on its investments are entitled to be taxed before the 
balance of it is available to the company to pay it out to its policy. 
holders. It has to be, it seems to me, in the form of a dividend 
rather than in the form of a cost adjustment on the policy he owns, 

Now, I take it that you can’t see your way to agree with that. 

Mr. Davis. I can’t see it because it strikes, it seems to me, at the very 
foundation upon which the mutual life or mutual organization is based 
when we nay it to life insurance. 

The Cuatrman. Senator Butler? 

Senator Butter. No, sir. 

The Cuatrman. Senator Frear? 

Senator Frear. Nothing more. 

The CuarmMan. Senator Cotton? 

Senator Corron. I have a couple of simple questions. 

I just wanted to ask you this. You have suggested two, as you 
characterize them, important amendments to this bill. If the first 
amendment based on the actual earnings of an individual company 
and without the added provision of the 5-year average should be writ- 
ten into this bill, can you tell us how that would affect the revenue 
in this bill? 

Mr. Davis. I shall have to turn to my associate for his figures. I 
think I can give them but I don’t dare. 

He tells me that he feels that it would be about $35 million mor, 
That is, $35 million more than it would be to adopt a 5-year average. 

Senator Corron. No;I beg your pardon. I didn’t make my question 
clear. My question is, If you wrote into the bill an amendment based 
on 1 year’s earnings without the 5-year provision, how would it affect 
the revenue as it is in the bill in its present form ? 

Mr. Davis. Well, I think it would reduce it by about $85 million. 

Senator Corron. $85 million. Now, if that first amendment that 
you suggested should be written into the bill with the 5-year provi- 
sion, how would that affect the revenue? How would that.compare 
with the revenue in the bill as presently written ? 

Mr. Davis. Well, between $45 and $50 million. 

Senator Corron. Less ¢ 

Mr. Davis. Yes. 

Senator Corron. Incidentally, could you very briefly tell me wh 
based on a 5-year average of the actual earnings, the figure vel 
be higher than if based on 1 year ? 

Mr. Davis. Well, I think the principal reason is that we are ins 
high period of earnings, for one thing, and have been, and I think 
the relation—what happens there is if you take the average between, 
say, 1958 and the 4 years immediately preceding, you throw up & 
little larger amount in the revaluation of reserves that would be 
considered surplus, and therefore be in the tax base. 

Senator Corron. Well, now, proceeding on the basis of trying to 
write an insurance tax bill, disregarding the revenue but trying to 
get a just and equitable working bill, would it in your opinion, 
forgetting the revenue entirely, be more just to have it based on 
each year’s actual earnings or on a 5-year period ? 
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Mr. Davis. It would be more just because it would eliminate every 
single bit of artificial factor in the formula, which is not the case 
jow. You have two artificial factors in there. You have this mean 
ietween an actuary’s guess on the one hand and an interest rate 
armed on the other, and then in certain cases you would make ap- 
plicable a company average. Now, those are artificial in my judg- 
ment. : 

Senator Corron. Would basing it on each year’s income be less 
grtificial and more realistic than taking your suggested possible 
h-year average / 

Wr. Davis. Yes, sir. 

Senator Corron. If you were writing the bill strictly to get down 
to brass tacks and have it on a fair, just, and equitable basis. 

Mr. Davis. It certainly would. If that sole consideration, leaving 
the revenue out of consideration and the construction of the basic 
form. You should not even consider the 5-year average. 

Senator Corron. Now, if this bill contains your first amendment 
jus the 5 years, the revenue would be, you said, about $50 million 
ote as presently written ? 

Mr. Davis. Yes. 

Senator Corron. Now, referring to your second proposed amend- 
ment, namely, giving credit for the negatives in phase 2 of the 
bill how much would that amendment cost using as a yardstick the 
income derived by this bill if it should be enacted as written ? 

Mr. Davis. You mean comparing the negative alone against the 
bill ? 

Senator Corron. Yes. 

Mr. Davis. As it presently is? 

Senator Corron. Yes. Suppose your first amendment is not adopt- 
ed, but the second is. How would it affect the revenue? 

Mr. Davis. With your permission I am going to ask Mr. Preble to 
answer that question because he has worked on this aspect of the thing 
alot more than I have. 

Mr. Presie. Insofar as I know, Senator, that figure is not available. 
Idon’t know what it would be. If the first amendment were adopted, 
the additional loss in revenue as a result of the second amendment 
would be approximately $35 million. 

Senator Corron. So that if both amendments were adopted, includ- 
ing the 5-year average, the sacrifice in revenue for 1958 would be 
ag $85 million for both ? 

r. acohees That is correct. 

Senator Corron. If only the first were adopted, the sacrifice would 
beabout $50 million. 

Mr. Preste. $45 million or $50 million. 

Senator Corron. If only the first part of it—that is, just getting 
down to 1 year’s actual earnings—were written into the bill, how much 
would the sacrifice be ? 

Mr. Presie. About $85 million; $85 million to $100 million. Some- 
thinginthatrange. Iam notsure. 

Senator Corron. Thank you, Mr. Chairman. 

The Cuarrman. Senator Smathers? 

Senator Smaruers. I didn’t hear his direct testimony, Mr. Chair- 
man, so I will pass. 
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The Cuarrman. Senator Curtis? 

Senator Curtis. Mr. Davis, I appreciate your statement. 

In reference to the second amendment that you discussed, involvi 
the negatives, considering the bill as written is it your opinion that 
company could be liable for a tax and still have no net gain because of 
the failure of the bill as written to permit that negative offset? 

Mr. Davis. I think so; yes. A mutual company; yes. 

Senator Curtis. A mutual or a stock that has considerable par. 
ticipating business. 

Mr. Davis. Yes. Enough participating business. 

Senator Curtis. Is that assumption fantastic ’ 

Mr. Davis. Is what? 

Senator Curtis. Is that assumption that it might be liable for a tax 
even though it had no gain fantastic or theoretical 

Mr. Davis. No. 

Senator Curtis. It could happen. 

Mr. Davis. Yes, sir. 

Senator Curtis. That is all, Mr. Chairman. 

The Cuarrman. Senator Anderson ? 

Senator Anperson. I was interested in your reply to Senator Kerr 
ones that advertising slogan. Was that, “All death benefits 
paid” 

Mr. Davis. I’m sorry. I can't remember the exact words but I 
remember it because it has been a matter of discussion at our company 
many, many times. 

Senator ANperson. Would it be untrue as tothe year 1957? 

Mr. Davis. Oh, yes. 

Senator Anperson. In 1957 you had $400 million loaned out. You 
received 3 percent or 4 percent on that? 

Mr. Davis. I think our earnings this year—well, for the money, 
all the money, old and new, it is around 4.7. Something like that. 

Senator ANperson. You have got at least $14 million or $15 million 
from that; haven’t you ? 

Mr. Davis. Yes. 

Senator Anperson. And you had $50 million worth of real estate. 
You had to get some gross of around $4 million or $5 million out of 
that. Your death benefits were $12 million. So your slogan still 
would have been all right; wouldn’t it # 

Mr. Davis. Well 

Senator ANpEerson. Why did you abandon it? 

Mr. Davis. I didn’t abandon it. It was abandoned a long time 
before I got there. 

Senator ANperson. It is possible by assigning expenses-—— 

Mr. Davis. It is possible. 

Senator Anperson. To other things that you can pay death benefits 
from interest or rents. At least the last investment report would indi- 
cate that you are in fairly good shape that way. [Laughter.] I didn’t 
want you to be too modest about the fine growth of the company. 

You listed in the statement on page 6 about the formation of new 
companies that the increase is from 651 to 1,314 from 1950 to date. 
You called attention to two States in that. Arizona on December 41, 
1950, had 3 companies and now has 81. New Mexico, which lies close 
to it and has somewhat similar conditions, had two companies 1 
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1950 and now has two. Have you any explanation of the enormous 
ansion of companies in Arizona? 

her. Davis. I don’t think the people in New Mexico have quite as 

much imagination when it comes to speculation. [Laughter. | 

Senator ANpERSON. It is the way life goes. Just a year ago I 
thought I had too much imagination. [Laughter. ]} 

Now we go to Texas, from 118 to 323. You can see they have got 
imagination. Would it be perhaps that New Mexico got its epidemic 
of burning on life insurance companies earlier in the 1930’s when a 

t many companies closed up? Arizona went to 81. Now, the 
reason I am asking that question is that I have a telegram that came 
intoday. Itsays: 

The First National Life Insurance Co., of Phoenix, Ariz. of which I am a 
director, has completed a study of H.R. 4245 as passed by the House last week. 

We feel three parts of the bill unfair. 

Part 1, there is a provision for a deduction and the formula permits the large 
companies, who are now reserving at a rate below the industry average, to use 
the industry average. This is an advantage to them of tremendous importance, 
and in effect, a tax windfall to these companies. Almost all stock companies 
reserve on a 3-percent basis, while the large mutuals are reserving on a 2%4- or 
2%-percent basis. 

Would you comment on that ? 

Mr. Davis. Well, it is difficult for me to comment on the First Na- 
tional Life Insurance Co., of Arizona. 

Senator Anverson. No; I am not referring to that. I am referring 
to the claim that the formula permits the large companies—he 1s 
referring particularly to the large mutuals—to get a tax windfall by 
using the industry average whereas you have just said you would 
rather not use the industry average and you have a fair-sized com- 

y, and I understand that certain other companies, particularly 
arge mutuals, are also in favor of using their individual averages 
on a 5-year basis—either the 1 year or the 5-year basis. Do you feel 
that that is a fair way to do it for the industry generally ? 

Mr. Davis. You mean use the actual earnings? Yes, sir; I do. 
And I would like to comment on the telegram. 

Senator Anperson. Yes; that is what I want you to do. 

Mr. Davis. To this extent. If I gathered what they are saying, it 
is that there is a windfall involved in some companies that have a very 
low interest. assumption basis. Therefore, a high reserve basis. 

Senator ANpERSON. Yes. 

Mr. Davis. I don’t think that is true at all. The minute you get 
away from a figure that nobody can jockey or a figure using Rear 
tions, you run into this question of what are you going to use, the 
average of this or the average of something else? All the trouble, the 
whole history of investment income trouble as a base all these years 
for life insurance companies, the reason—and this is a good example— 
when they moved away from the actual earnings interest rate, then 
they discovered doing that, here are companies that now are going 
to use the mean between an assumed rate and an actual rate; then 
the assumed rate begins to have weight in the picture and a company 
that has been very, very conservative under those circumstances would 
be hurt under this kind of an approach, and so the company average 
is put in to offset the hurt. 

y try to do that? Why not take something that is absolutely 
not to be tinkered with at all and represents simply the company’s 
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earned rate every single year? The only way you can affect that 
rate is not earn it. 

Senator Anperson. Well, I am glad to hear you say that because 
I have thought that the proposal for a 5-year average tended to help 
if it didn’t amend, a conservative policy. It might be that life insur. 
ance business was one field where a conservative policy was greatly 
to be desired. 

Mr. Davis. Correct. 

Senator Anperson. Therefore, I am asking this because we am 
asked questions: “Why do you do certain things?” Other members 
of this committee know what I mean. Therefore, you don’t think 
that using the industry average is an advantage of tremendous jm. 
portance to the big companies, and particularly the big mutual 
companies? 

Mr. Davis. No. I think the minute you get away from the fixed 
rate that they actually earned, then you have to start tinkering it y 
in order not to do harm to certain companies, and that is why the 
company average is put in there. 

Senator Anperson [reading]: 

Part 2, a taxation is placed on gains from operations. We feel the unfairness 
to this is apparent and could have disastrous long-range effects on the stock 
life insurance companies of the United States. We are not referring to the 
capital gains aspect, but to the deductibility of policyholders’ dividends before 
taxes are determined. This enables the mutual companies to have a tremendous 
competitive advantage over all stock companies. 

I listened to your answers to Senator Kerr and I assume that yon 
don’t agree with that either, do you? 

Mr. Davis. That is an outworn philosophy that has been played 
for so long that it ought to be forgotten. 

Senator Anperson. Well, I agree with you, but I wanted an expert 
to testify on that. 

The third part says [reading]: 

Part 3 provides for additional taxation on gains from operations, and has 
the same unfair aspect as in part 2 of the bill, but goes further and places a 
limit on the amount of surplus that can be accumulated. This is a barrier to 
the growth of stock companies—especially small stock companies. 

Do you think that is true? 

Mr. Davis. No; I donot. 

Senator Anperson. I was just looking at some figures of stock 
companies. I am looking at stock prices 10 years ago and stock prices 
today. I read a newspaper advertisement yesterday saying that 
$1,000 put in a certain Washington company 10 years ago would be 
$100,000 today, and those of us who are living here and had that 
happen under our noses have an unpleasant feeling about it. 

To take Connecticut General, the price per share was $90, The 
stock had been split 4to 1. I don’t guarantee the figures but I believe 
them to be right. The bid price on December 31 was $358, making 4 
$1,432 value as against $90 10 years ago. 

Would that indicate that the stock companies had been badly 
handled in the last few years ? 

Mr. Davis. No. I don’t think so. T think also in fairness you 
should say on all these stock shares, I haven’t seen one that is not 
way too high over its actual value. 
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Senator Anperson. I will see you outside. I have got stock in one 
that isn’t. 

Mr. Davis. I would advise you to sell it right now. [Laughter.] 

Senator Anperson. I can hardly get my seed back. 

The Travelers—Senator Douglas ood you about Travelers a 
minute ago—is a very large, well-organized company, a very strong 
company. There the price ranges from $668 to where it is now 
worth about $4,750. I only use those figures to show that good, well- 
managed stock companies were getting along very well. If you do 
hit these — where people complain that the bill is very severe, it 
may be that they are just getting in the way and may need some 

jal treatment, but the insurance industry is in pretty good shape, 
would you say ¢ 

Mr. Davis. Yes. I would think so. 

Senator Anperson. I have a letter from a Texas company—I am 
not going to read it—saying the stock companies would arbitrarily 
be placed at a competitive disadvantage with mutual companies. 
You testified, but merely because I want it again, you don’t believe 
the purpose of this bill is primarily to discriminate against them ? 

r. Davis. Oh, indeed not. 

Senator Anperson. And on the point that was raised by Mr. Lind- 
say where he said he would rather have a good bill—I am probably 
misquoting him, but he wanted a good bill with good principles in it 
and wasn’t so concerned about what the yield was. f feel the same 
way. I would like to see a very good bill even if the return dropped 
$450 million or $475 million, or $500 million from the $560 million. 

Do you believe that the switch to the 5-year actual rate on invest- 
ment return, even though it cost $40 million, might be a desirable 
thing to put into the bill? 

Mr. Davis. Oh, I certainly think so. 

Senator Anperson. How about the pension program ? 

Mr. Davis. The pension program I Speweaily happen to believe— 
and it doesn’t happen to mean very much in my company—lI think 
that it should have been corrected a long time ago. 

Senator Anprerson. You therefore feel it would be all right to put 
the pension change in immediately and not jump it in three steps? 

Mr. Davis. Yes, sir. 

Senator ANprrson. It might cost $60 million but is that as im- 
portant as getting a good insurance bill ? 

Mr. Davis. I think that is one of the elements of getting an insur- 
ance bill, but I think if it is graded in, the principle having been 
established, it isn’t so important as these other things. 

Senator Anprrson. I used to quote from an editorial writer who 
said that no great problem is settled until it is settled right. That 
iswhy Senator Gore and I got so much out of this last year because we 
knew it wasn’t settled right. This time we would like to settle it 
might. If the step ought to be taken at once—I understand it nearly 
was taken the other time. 

Mr. Davis. Oh, yes. The Ways and Means in 1955 enunciated 
that principle, passed it unanimously, as I remember it. 

Senator Anperson. Then you subscribe to the belief that this is a 
good bill. 

Mr. Davis. This is a tremendous bill, Senator. I am so pleased 
after all these years. This really is a bill. Now, my company will 
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pay taxes—last year we paid $2 million. This year we will pay 
if the bill is left alone, something like $4,280,000. If you amen 
it the way I ask you to, we will pay $3,815,000, which is still mor 
than we would pay under the 1942 law. But this industry hg 
reached a point—I am not assigning the blame anywhere, within 
the industry or without the industry—it has reached a point wher 
for the benefit of industry and the public at large, this question mug 
be settled and we never were so close to a good sound bill as we hayp 
in the basic framework, and I want to pay a tremendous tribute tp 
the staffs of the Treasury Department, of the Joint Committee o 
Internal Revenue Taxation—I think that is what you call them— 
Mr. Stam’s group, and the Ways and Means technicians. They haye 
been so patient. We worked a whole year trying to iron this thi 
out. We got down to the basic form. Now let us finish it off right, 

Senator Anperson. Now after some trimming that might be made 
along the amendments you suggested, if this bill provides $500 mil- 
lion, and if the 1942 act which is going to be in effect probably if 
this doesn’t pass provides $500 million, which is the best way to raise 
$500 million? As this bill is amended even if you took out. some of 
these things ? 

Mr. Davis. Yes. 

Senator Anperson. Or the 1942 act? 

Mr. Davis. This bill beyond any question. I don’t think you wil 
find a student of this question anywhere that would say the 1942 lay, 

Senator Anperson. Of course, I don’t understand how we passed it. 
I was in the House at that. time and Senator Gore was. 

Mr. Davis. There has been a lot of changing. What did we say! 
A lot of water over the dam, water under the bridge, since the 194 
law was passed. 

Senator Anperson. That is all, Mr. Chairman. 

The CuarrMan. Senator Gore? 

Senator Gore. You have given a general, and in some respects 4 
moving endorsement of this bill which you describe as being 2 
tremendous bill. 

Mr. Davis. Yes, sir. 

Senator Gorr. Although you do suggest two amendments. 

Would you turn to page 2 of the bill. On page 2 of the bill you 
will find the definition of a life insurance company. Is that definition 
broad enough to classify as life insurance automobile insurance! 

Mr. Davis. To classify as life insurance an automobile insurance 
company ¢ 

Senator Gore. Classify as a life insurance company a company 
which writes automobile insurance. 

Mr. Davis. Well, I think it would. 

Senator Gore. You think it would. Is it broad enough to cover 
the writing of workmen’s compensation insurance ? 

Mr. Davis. Yes. As affected by this bill, yes. 


Senator Gore. Is it broad enough to cover accident and health insur-_ | 


ance policies? 
Mr. Davis. If the 50-percent factor is there, yes. 
Senator Gore. Is it broad enough to cover so-called credit insurance! 
Mr. Davis. Yes. 
Senator Gore. Is it broad enough to cover business by these spe 
cialty companies to which reference has been made? 
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Mr. Davis. I think so. / 

Senator Gore. None of which is primarily life insurance. 

Mr. Davis. I wouldn’t say that. 

Senator Gorr. You think automobile insurance is life insurance? 

Mr. Davis. No. But I think an automobile company that sells life 
gsurance ought to be treated as a life insurance company so far as its 
fe insurance business is concerned. That is all this definition, with 
the rest of the bill, does. 

Senator Gore. Then you agree with this definition. 

Mr. Davis. Yes, sir. 

Senator Gore. Well, I don’t. 

Isn’t this bill, which you endorse, based on the principle that the 
atire free investment income of both mutual ad stock companies 
should be subject to taxation ? 

Mr. Davis. Well, yes. I think the fair answer to that is yes, al- 
though it is different. 

Senator Gore. But you don’t endorse that principle? 

Mr. Davis. I don’t endorse the principle that all free investment—I 
don’t endorse the free investment theory of interest as a tax base; no. 

Senator Gore. Just how do you endorse this bill, then, Mr. Davis? 

Mr. Davis. I endorse this bill on the basis that a revaluation of the 
reserves of the life insurance company so that you set up a lower 
amount of reserves and a higher amount of surplus and apply against 
the reserves the amount of your actual earnings rate and against 
your surplus the amount of your actual earnings that you earned on 
that, and that is your base. 

Senator Gore. Well, now, you have just answered affirmatively when 
lasked you if the basic policy of this bill is not a taxation of the 
free investment income, after deductions, of both mutual and stock 
companies. And yet the second amendment which you propose would 
violate that very principle, would it not? 

Mr. Davis. I think not. 

Senator Gore. Just what would your second amendment do? 

Mr. Davis. My second amendment would do the same thing for 
mutual companies with respect to offsetting the difference between 
total gains and investment gains that it does in the bill for stock 
companies. 

Senator Gore. Would any part of the loss, if a loss resulted, be 
subtracted from liability under phase 1 ? 

Mr. Davis. Yes, sir. 

Senator Gore. Then it would violate the principle. 

Mr. Davis. I wouldn’t think so. 

Senator Gore. Thank you, Mr. Chairman. 

May I ask one other? 

I believe you made a statement earlier today in reply to a question 
from Senator Kerr that most of the so-called speciality, credit or 
credit life insurance, however you want to describe it, was written b 
stock companies. I don’t know the percentage but I gather from life 
insurance reports, the “Best’s Life Insurance Reports,” that Prudential 
engages to a rather large extent in term insurance, Isn’t Prudential 
&mutual ? 

_ Mr. Davis. Yes. It is a mutual. We are speaking about credit 
msurance. Term can be credit insurance or noncredit insurance. 
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Senator Gore. Well, it is entirely possible for me to be confused 
on terminology as well as on anything else. And I guess I am ip 
this case. 

To what extent do mutual companies engage in automobile ingyr. 
ance, credit insurance, health insurance, accident insurance, short. 
term insurance ¢ 

Mr. Davis. They engage in all those forms. 

Senator Gore. I know they do. I am trying to find out to what 
extent they do. 

Mr. Davis. Some companies to a large extent. 

Senator Gore. Well, I know you didn’t intend to mislead me and 
I guess that [ was misled, if misled, by my own misunderstanding of 
terminology; but I did misunderstand, I guess, your meaning jp 
answering Senator Kerr. 

Now, can you give me the extent to which mutual companies engage 
in these categories of insurance which I have named ? 

Mr. Davis. I think if you would take all the stock companies in ong 
group and all the mutual companies in another, you would find the 
proportion of this aaeieerrel business much larger in stock com- 
panies than you will find in mutuals. 

Senator Gore. A much larger percentage or-—— 

Mr. Davis. What I mean is the percentage of their total business, 
If you set the stocks over here and the mutuals over here [demon- 
strating] and then compare the percentage of business that doesn’t 
have investment reserves, reserves from which investment income is 
earned, you will find on the whole the percentage within each stock 
company and the whole stock companies in a group would be larger, 
I believe, in relation to the whole of the stock companies. 

Senator Gore. But how do the totals compare? Do you know? 

Mr. Davis. My guess would be if you took the totals, because of the 
tremendous volume that the mutuals have, there might be more in 
the mutuals. 

Senator Gore. Is there anyone here who can answer that question! 

(No response. ) 

Senator Gore. Mr. Chairman. Could we ask the committee staff 
to obtain information on this point? 

The Cuarman. The staff will obtain it and it will be inserted in 
the record. 

(The information subsequently obtained by the staff follows:) 


Premium income of U.S. life insurance companies, 1957 


{In millions] 











| : | 7 
Type of business Stoek Mutual Total 
| companies companies 
ew + _eompeeeii 
Credit life (individual and group) ---. Sea | $175 $7! $250 
Group life 525 750 1,275 
Ordinary regular and decreasing term... a 75 17 20 
Accident and health (individual and group) : ; 1, 575 1, 325 2,900 
Workmen’s compensation, auto and other liability.. 225 | ‘ 125 
Subtotal dha ies 2, 575 2, 325 4, 900 
All other ordinary life.................-- aa . 2, 200 | 4, 72 6, 925 
Industrial life i ecco p02 a 675 | 875 | 1, 550 
Annuities (individual and group ~onere . : 325 1,075 1,400 
OE sien , fh a esecukteldebhld 5, 775 9, 000 14, 77) 





1 Includes workmen’s compensation $85,000,000, auto liability $105,000,000 and other liability $35,000,000, 


Source: Life Insurance Fact Book, Spectator Year Book and special tabulations of life company reports 
Some breakdowns estimated. 
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Senator Gorn. Now, Mr. Davis, is it true that to the extent to which 
,;mutual or a stock company — engage in these categories of short- 
erm insurance, without the establishment of reserves, the company’s 
net earnings from this type of business are completely untaxed by 
the present law ? 

Mr. Davis. Yes, sir. 

Mr. Gore. Both mutual and stock. 

Mr. Davis. Yes. 

Senator Gore. You think it should be taxed for both ? 

Mr. Davis. Yes, sir. 

Senator Gore. Thank you, Mr. Chairman. 

The CuarrMan. Senator Talmadge? 

Senator TarmapoB. Mr. Davis, I would like to ask one or two qual- 
ifying questions, some of which you have already touched on. 

There has been some argument, as you know, that stock companies 
allege that this bill aids mutuals, and vice versa. As I understand 
the present ratio of payments it is about 75 percent on the mutual 
empanies and 25 percent on stock companies. Is that true of both 
the 1942 act and also the stopgap act ? 

Mr. Davis. Yes, I think so. 

Senator Tatmapce. In other words, the same ratio would hold 
mder both provisions. 

Mr. Davis. Yes. 

Senator Taumaper. Now, turn to your statement. You state: 

Ido not recommend that so-called underwriting losses be fully allowed as 
dfisets to taxable investment income in mutual companies, in spite of the fact 
that this full offset is allowed in stock companies. Instead, I recommend that 
§ percent of such losses be allowed. This 50-percent allowance would go part 
way toward eliminating the discrimination now found in phase 2 of the bill 
and would give some recognition to the argument, sometimes made, that policy- 
holder dividends are not entirely price adjustments. 

I believe you testified that if the amendment you recommended 
were adopted, the net effect of it would be to reduce the revenue ap- 
proximately $35 million under the terms of this act. 

Mr. Davis. Yes, sir. 

Senator Tarmapce. All of that reduction would be in favor of the 
mutual companies, would it not? 

Mr. Davis. Well, there would be some stocks, you see, that. would 
get benefits from it, too, on their participating business, 

Senator Taumapee. Providing the stock companies wrote partici- 
pating policies. 

Mr. Davis. Yes. 

Senator Tatmapocr. That is normally heavier in the mutuals, is it 
not ? 

Mr. Davis. Yes. It is much heavier, of course. 

Senator Tatmapcr. Now, if that amendment of your were adopted, 
then this bill—if no further change be made in it—would bring in 
slightly over $500 million in revenue, would it not? 

fr. Davis. Yes. 

Senator Tatmapcr. Now, what would be the burden of taxation 
under that apportionment between mutual companies and stock com- 
panies? Approximately, if you have the figures at hand, or if you 
could give a good guess. 
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Mr. Davis. Well, Mr. Preble says it would probably be about 67-33. 

Senator Tatmapcs. About 67-33. 

Thank you very much. 

The Cuarmman. Senator Hartke? 

Senator Harrxe. Judge Davis, as I understood your answer to 
Senator Kerr, there is some question as to whether or not the 1949 
law would be the operative law this year for 1958. Isn’t that right} 

Mr. Davis. Well, I think it is technically operative already, Jf 
has been ever since the end of the year. 

Senator Harrxe. And some companies evidently have anticipated 
that the law would be as the law was written rather than anticipati 
the law which the Treasury was going to possibly adopt, is that right 

Mr. Davis. Well, it is true that some companies so hoped, 

ies HarrKe. Well, as a member of the bar—you are, are you 
not 

Mr. Davis. Yes, sir. 

Senator Harrxe. Is it customary or proper for any individual or 
firm to assume that the law would be changed and come before the 
court with the idea that you misunderstood what the law was going to 
be and guessed wrong ? 

Mr. Davis. Well, I think in the application, you are giving it 4 
general application, of course, that would be improper. 

Senator Harrxe. So the company which anticipated that the 1942 
law was going to be in effect and set up his tax reserve accordingly 
is legally in a stronger position than those companies which partici- 
pated in the formation of this law to the exclusion of those small 
companies which had no call upon them individually to express their 
opinion until the law comes before either the House or Senate for 
consideration, isn’t that right ? 

Mr. Davis. I think legally there is no difference whatsoever in the 

ition between a company such as my own, which has set up its tax 
iability on the basis of the 1942 law. Why? Because that is, it 
seems to me, the only logical thing to do until there is action by Con- 
ess one way or the other. But I certainly never foresaw or ever 
thought and have told my directors from time to time the 1942 law in 
my opinion would probably never be applied again. Believe me, I 
hope it never will be. 

Senator Hartke. Do you have assurance from any individual, any 
part of the Government, any committee or any organization that the 
law would change? 

Mr. Davis. Well, yes. I had assurance from listening to the long 
discussions with technicians in the Treasury Department, with the 
Under Secretary of the Treasury, with the Secretary of the Treasury, 
with the technical staff of the Ways and Means Committee, several 
members of the Ways and Means Committee, and putting them all 
together I used by own iudgment and believed that it would never 
again be applied. 

Senator Harrke. Did you at any time have any idea that the com- 
position of those authorities might change? 

Mr. Davis. Oh, indeed, yes. That is a risk that is almost like life 
insurance. [ Laughter. ] 

Senator Harrxe. And in effect did change last November, did it 
not ¢ 
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Mr. Davis. Yes, indeed, sir. 

Senator Harrke. Well, what I am getting at, I have heard here 
gyeral times, and I hear the Treasury Department in answer to 
Senator Byrd, has said that no one had suggested that the 1942 law 
sould be used. I may be wrong on that but it is what I thought the 
Treasury Depart ment answered. 

The CHARMAN. No one recommended to the Treasury Department. 

Mr. Davis. I don’t know that I understand. 

Senator Hartke. As I understood it, the Treasury Department said 
that no one had suggested that the 1942 law be used. 

Mr. Davis. I think that was the testimony ; yes, sir. 

Senator HarrKe. And I understood you to say that this was formed 
with all of the insurance people. This particular bill was formed by 
nsulting all of the insurance people as to the type of law they wanted. 

Mr. Davis. You mean House 4245 ? 

Sentor HartKe. Yes. 

Mr. Davis. If I gave any such impression as that, I hope it will be 
errected. ‘That is not the fact. 

Senator Hartke. The reason I said that, I have a large file here 
of people who tell me they want the 1942 law to be effective for an 
insurance company. I just wondered where their representation was 
when this law was born. 

Mr. Davis. Well, most of them are members of various organizations 
hich knew of all of the steps from time to time during the formula- 
tion. Whether each one knew individually I cannot say, of course. 

Senator Hartke. Let me ask you, Did you at any time when the 
formation of this law was being made hear anyone recommend that 
the 1942 law be carried into full force and effect at the expiration 
of the stopgap law? 

Mr. Davis. Not until just recently. 

Senator Hartke. Not until just recently ? 

How recently ? 

Mr. Davis. Within 2 weeks. 

Senator Harrxe. All right. Let me ask you, in your statement 
you refer to the Menge formula which you say should be followed, is 
that right ? 

Mr. Davis. Yes, sir. 

Senator Harrxe. All right. And then you are talking about the 
assumed rate and the adjusted reserve method which you say partly 
has been used in this final bill, is that right ? 

Mr. Davis. I say that the principle of adjusting the reserves is 
wed in the bill. That portion of it has been adopted. 

Senator Harrke. Was this a result. of compromise between the 
people who were forming this bill, as you were adopting the policy ? 

Mr. Davis. Oh, no. Definitely not. We had no part. The industry 
had no part whatsoever in discussing with the Ways and Means 
Committee after the hearings in November, I believe—the November 
hearings. 

Senator Hartke. In other words, this formula was adopted as far 
% you are concerned, completely separate and apart from consulta- 
ton with the industry. 

Mr. Davis. Oh, yes, indeed. 

Senator Hartke. Well 
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Mr. Davis. I won’t say the consultations that were had before tha; 
didn’t have some bearing on it, but the change was not a matter of 
industry discussion or compromise or anything like that. In f 
there has been no compromise in this whole picture anywhere to m 
knowledge. It has been—if the compromises have been made, the 
have been made in principle or in spite of principle by the drafters 
of the law, and what went on in the Ways and Means Committe, 
There has been no trade, is what I am trying to say. 

Senator Harrxe. But the Menge formula is the one you want 
adopted, is that right ? 

Mr. Davis. The one I say should be adopted ; yes, sir. 

Senator Harrxe. In one of your proposed amendments. Let me 
get one other thing clear here, and then t will be through. You make 
the statement: “This argument ignores the basic fact that policyhold- 
er dividends are merely price adjustments.” Then when you come 
back, as I understand it, and recognize that it may be more thap 
mere price adjustments. Isn’t that right? And in answer to Senator 
Kerr you said that the so-called policy dividend is in fact a combina. 
tion of items. 

Mr. Davis. Yes. I do not recognize that they are anything but 
price adjustments, but that argument as to what the content or essen- 
tial nature of policyholder dividends is has been made for quite a 
number of years. Many stock companies take the position that it is 
not entirely a price adjustment, and we are looking for practical re- 
sults and progress here. And so I personally feel that in a situation 
like that, you have to face up to the realities of life and try to meet 
these arguments that are made on an honest basis. That is the reason 
Tam for the 50-50 deal. 

Senator Hartke. But as I understand your argument on page 14, 
you say it ignores the fact that the policy dividends are merely 
price adjustments and therefore should be allowed as a deduction 
without any limitation. 

Mr. Davis. That I think is the basic principle. That is my belief, 
that they should be allowed as a price adjustment in full in a matter 
of principle. But I have heard so much, and I heard it in the Ways 
and Means Committee, the very announcement when we started—I was 
a little bit shocked actually—that the position should be taken at 
that point that because there had been carried into some penciled cal- 
culations that ultimately found their way into the budget at $500 
million as being the amount that the 1942 law might have, that that 
was a measuring stick by which you took a look and had to come out 
and get at least that much. I think that is poor legislation. 

Senator Harrke. You say as a matter of principle your statement 
on page 14 is correct, but you are willing to agree you have heard % 
much about it, it should be changed. 

Mr. Davis. That is correct. I say if mutual companies are given 
at least half of the same treatment with respect to policyholder div- 
dends that the stock companies are given with reference to their dif 
ference between the tax base under step 2 and under step 1, that! 
personally believe that that would be a practical way to take care of 
everybody’s position on this thing. 

Senator Harrxe. Let me ask you one other question. It doesn't 
have relation to this, but it is something that bothers me in another 
related field with insurance companies and this tax field. 
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Do you anticipate in your company a 30-percent increase in profits 
in 1959 over 1958? 

Mr. Davis. No. Practically none. 

The CHAIRMAN. Senator Anderson / 

Senator Anprerson. This isn’t a final question but you suggested 
gme amendments. Would you supply languege so we can put it in 
the record and thereby not only have a chance to study it but allow 
other people to take a look? Langua ye that carries out the amend- 
ments you propose or such other modifications you have in mind. 

Mr. Davis. Would you like it in the form of bill language? 

Senator ANpERson. Yes. Amendments to the bill, and then we can 
gnd that to the Treasury and ask them what they think it does, and 
other people who may wish to comment on it. 

Mr. Davis. I would be very happy to. 

The Cuarrman. And we odie like to insert the language in the 
record as a part of your remarks. 

(The material referred to is as follows:) 


Prorosep AMENDMENT TO H.R. 4245 ke REVALUATION Rate IN Fimst PHAsE 


Strike out section 805 (b) (2), page 13, and substitute following: 

“(2) Depuctrion Rate.—For purposes of this part, the deduction rate for 
any taxable year is the amount ascertained by dividing by five the sum 
of the investment yield rates (as defined in subsection (c) (1)) for the tax- 
able year and each of the four preceding taxable years.” 


ProposeD AMENDMENT TO H. R. 4245 Wirn Respect To DepuctTIoN ror DIvipENDS 
TO POLICYHOLDERS, ETC. 


Strike section 809 (g¢) and substitute the following: 
“(g) LIMITATION ON CERTAIN DEDUCTIONS.— 

“(1) RESERVES FOR CERTAIN NONPARTICIPATING CoNTRACTS.—The amount 
of the deduction under paragraph (6) of subsection (d) shall not (after 
the application of subsection (f)) exceed the amount by which— 

“(A) the gain from operations for the taxable year, computed with- 
out regard to such deduction and the deductions under paragraphs (3) 
and (7) of subsection (d), exceeds 
“(B) the taxable investment income for the taxable year. 
DIVIDENDS TO POLICYHOLDERS AND Group Lire, ACCIDENT, AND HEALTH 
InsURANCE.—If the gain from operations for the taxable year, computed 
without regard to the deductions under paragraphs (8) and (7) of subsec- 
tion (d) but after the deduction under paragraph (6) of subsection (d), 
exceeds the taxable investment income for the taxable year, the amount 
of the deductions under paragraphs (3) and (7) of subsection (d) shall 
not (after the application of subsection (f)) exceed— 
“(A) the amount by which— 

“(i) the gain from operations for the taxable year, computed with- 
out regard to such deductions but after the deduction under para- 
graph (6) of subsection (d) as limited by paragraph (1), exceeds 

“(ii) the taxable investment income for the taxable year, plus 

“(B) 50 per centum of the amount by which— 

“(i) the taxable investment income for the taxable year exceeds 

“(ii) the gain from operations for the taxable year, computed 
after the deductions under paragraphs (3) and (7) of subsection 
(d) and the deduction under paragraph (6) of subsection (d) as 
limited by paragraph (1); 

otherwise the deductions under paragraphs (8) and (7) of subsection (d) 
shall be reduced by 50 per centum. 

“(3) APPLICATION oF LIMITATION.—The limitation provided by paragraph 
(2) shall apply first to the amount of the deduction under paragraph (7) of 


subsection (d) and then to the amount of the deduction under paragraph 
(3) of subsection (d).” 


“(2) 
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The Carman. Any further questions? 

Senator Frear. Only one parting shot, Mr. Davis. 

I suppose if you ever gave consideration to reviving your old slo 
you would have to change it and say, “Taxes and death benefits are 
paid from interest and rents.” [Laughter.] 
ae Davis. That is right. We have got a better slogan now, Sen- 

Senator Frear. Good. 

Mr. Davis. “Solid as the granite hills of Vermont.” 

The Carman. Thank you very much, Mr. Davis. 

The next witness is Mr. Carrol M. Shanks, the president of the 
Prudential Insurance Co. of America. 

Mr. Shanks, will you come forward. You may proceed. 


STATEMENT OF CARROL M. SHANKS, PRESIDENT, PRUDENTIA] 
INSURANCE CO. OF AMERICA, ACCOMPANIED BY WILLIAM 
CHODORCOFF, VICE PRESIDENT AND COMPTROLLER, AND LOUIS 
R. MENAGH, EXECUTIVE VICE PRESIDENT 


Mr. Suanks. Mr. Chairman, my name is Carrol M. Shanks. Iam 
president and chief executive officer of the Prudential Insurance Co, 
of America, which is a mutual company. We insure the lives of 35 
million people in the United States and Canada, and I am concerned 
primarily with the effect of the present tax bill on these people. 

I want to say I have with me Mr. William Chodorcoff, comptroller 
and vice president, and Mr. Louis Menagh, executive vice president 
of Prudential. 

I will limit my discussion to four situations created by the present 
bill which, in my estimation, should be remedied not only to make the 
bill more equitable and reasonable, but in the public interest. 

The first situation has to do with the highly unsound basis for the 
computation of taxable investment income called for in the bill. In 
the present bill, this is computed on an entirely artificial basis, Any 
diced which relates the policy reserve deduction to the rate of inter- 
est assumed by a company in calculating its policy reserves, or even the 
industry average, is unsound. All such methods penalize the con- 
servative company. Greater equity could be secured if the deduction 
rate as specified in the bill is replaced with the individual company 
average earned interest rate for the most recent 5 years, and by using 
this same rate for adjusting the reserves. Doing this would put all 
companies on a sounder basis for the tax computation in step 1, andit 
would eliminate any incentive for any company to weaken its reserve 
structure in the future. 

If this amendment were made to the bill, the total tax yield for the 
industry would be reduced by approximately $43 million. 

The second situation that I want to discuss is of great importance 
because, in many ways, it threatens the very foundation of the mutual 
life insurance companies. Certainly, it will bring about significant 
changes in the nature of our business. 

Under the present bill, virtually all mutual companies will, m 
effect, pay a tax of 52 percent on a substantial portion of their “divi- 
dends to policyholders.” 
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Mutual companies include in policyholders’ premiums a margin 
ghich is, by contract, required to be returned to the policyholder if it 
in't needed. Dividends to policyholders, therefore, are actually price 
adjustments, as has been said here many times, and should be consid- . 
ered as such. This was so held by an appellate court, and the Supreme 
Court refused to reconsider. 

A large portion of the dividends to policyholders of mutual com- 

ies, sometimes a very large portion, are being taxed in this bill. 
ogee the tax formula disallows any price adjustments paid to policy- 
holders which would reduce the computation in step 2 below the 
amount computed in step 1. In the case of the Prudential, our taxable 
investment income in 1958 under step 1 of this new bill was $130,- 
700,000. Our gain from operations in step 2 before Federal income 
tax and policyholder-price-adjustments, was $388 million. In 1958, 
our dividends to policyholders, that is, adjustment of the price of 
insurance to policyholders, were $305,700,000. This made our actual 
gain from operations $82,300,000. 

However, the present bill says that we cannot take full credit for 
the $305,700,000 in price adjustments distributed, but can take credit 
only for that amount which will make the final result of the compu- 
tation in step 2 equal to the final result of the computation in step 1. 
This computation is set up in the appendix to show what steps are 
taken. This produces a remarkable situation : The Prudential’s actual 
operating gain after adjustments in 1958 was $82,300,000, but we 
must report that our operating gain was $130,700,000 in order to 
make the figures come out right; and we must writeoff and forget 
the disallowed $48,400,000. This means that the Prudential, along 
with most. other mutual companies, is right back paying an excise 
taxon income from investments. Under the new bill, the Prudential 
in 1958 will pay over 90 percent of its actual gains from operations 
in Federal income tax. That is far in excess of the 52 percent being 
paid by all other corporations—including all stock life insurance 
companies which never will have to pay more than 52 percent. 

The reason we are paying 90 percent, rather than 52 percent, is 
because we are paying the full tax on the disallowed $48,400,000 
which we are, by contract required to return to policyholders. In 
effect, the present bill acknowledged that some of the adjustments are 
proper adjustments, but that the rest are something else, and that 
this Seeing else, whatever it is, is taxable. 

This situation should be corrected, we believe, It is suggested that 
the bill be amended to give at least 50 percent credit to any negative 
in step 2. Such an amendment would reduce the revenue by $35 
million. 

The third situation has to do with pension funds. 

No taxes are paid on pension funds trusteed with banks and trust 
companies, and I mean no taxes, with the result that most business 
currently written, with the exception of that contracted by smaller 
employers, is being trusteed. The intention of the House committee 
was clear but, possibly through oversight, the 1959 bill makes no pro- 
vision for the elimination of capital gains taxes on insured pension 
funds, which will now be taxed and weren’t taxed before (and aren’t 
taxed in trusteed plans) ; and also the application of the step 2 formula 
will automatically reinstate 50 percent of the pension fund taxes 
which were eliminated in step 1. 
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I think I should say there could be a number of results under that 
step 2 depending on the various situations involved. 

There 1s now no provision in step 2 for eliminating from gains from 
operations and gains attributable to pension funds. An company 
with a positive gain in step 2 pays taxes on 50 percent of this gain, 
This means that pension fund gains included in step 2 will be taxed 
to the extent of 50 percent. Moreover, in the fourth step of the 
present bill, all capital gains will be taxed to the extent of 25 percent, 

The end result of this is to again impose a substantial tax on jp. 
sured funds which is not imposed at all on trusteed funds—and which 
the House committee indicated in its report, primarily in the in. 
terests of small business, should not be done. 

Even if these corrections are made, insured pension plans will sti]] 
pay some taxes. 

hey will pay taxes, for instance, on the interest earned on what- 
ever surplus is held for pension plans. If the corrections are not 
made, it is almost certain that very few insured pension plans will 
be written, and many already written will go off the books, with a 
consequent loss of revenue to the Government. 

May I say within the last 3 months the Prudential has lost ap- 
proximately $5 million per year of income in connection with pension 
plans, and with respect to about $6 million more, we have been noti- 
fied that they are intending to take it off in the near future, and that 
situation is quite common with the pension companies. 

e fourth situation involves group insurance, for which the pres- 
ent bill allows a special deduction. This special deduction is designed 
to compensate for the fact that in group insurance there is less than 
the usual diversification of risk. 

However, this deduction in more cases than not, becomes inoperative 
as a result of the tax formula. It is unlikely that any of the mutual 
companies will get this deduction under the present bill, since it will 
be disallowed as a result of the way step 2 will generally work out. 
In many cases, the stock companies also will not get this credit. The 
need for this deduction still exists even if step 2 is negative, and there- 
fore it should be permitted without limitation. 

If the present bill is not altered to make it more reasonable, I am 
certain that there will be several undesirable repercussions of far- 
reaching social and economic significance. 

The first result will be an acceleration in the trend away from 
those life insurance services that involve savings features. This will 
happen because the end result of excessive taxation of savings held 
by life insurance companies, as contrasted with other institutions who 
hold savings, is to eliminate one important incentive for individuals 
to save, but will greatly curtail the usefulness of life insurance organi- 
zations as important sources of investment capital. It may be that 
other equally efficient sources of capital investment would — 
but there is no assurance of it. And if other sources developed woul 
they have the efficiency and the social responsibility that today char- 
acterizes the major insurance companies? The Prudential, for ex- 
ample, follows an established policy of giving preferential treatment 
to the smaller- and medium-sized borrowers in industry, who need 
help, in the form of borrowed funds. The Prudential holds more 
farm and home mortgages than any other institution in the world 
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ad this has a demonstrated importance because during the depres- 
gon, the long-range nature of the life insurance business, not only 
with Prudential but with all the other life insurance companies, made 
it possible to arrange practical ways to avoid, and minimize the ef- 
fects of, foreclosure. In the end, policyholder funds were not lost 
m this, but it was possible only because of the nature of the life 
insurance business. 

In a mutual company, any increase in taxes must be paid by the 

licyholders. The latest estimate of the revenue produced by this 
ill if unamended is $563 million. If such a tax in addition to the 
State premium taxes of over $300 million be assessed, the result will, 
in my Opinion, be a substantial curtailment in the growth and use- 
fulness of life insurance. I doubt that this would be a desirable con- 

uence either from the standpoint of the Government or the people. 
“The Cuarmman. Mr. Shanks, I see you have an appendix. I as- 
sume you want that inserted the record ¢ 

Mr. Suanxs. Yes, if I may, sir. 

The CuHarrMaAn. Without objection, that will be inserted. 

(The document referred to is as follows :) 


APPENDIX 


In essence, the new plan is a four-step formula that produces widely differing 
results in its application to stock and mutual companies. 

Stated in the simplest possible terms, these are the four steps: 

The first step is a tax computed on investment income. Taxable investment 
income in this step is arbitrarily measured and is subject to a 52-percent tax. 
As a result of step 1, the mutual companies will provide 69.5 percent of the 
expected total yield of $545 million. The stock companies from this step will 
produce 23.1 percent of the total yield of the tax plan. 

The second step is a tax on gains from operations in excess of the taxable 
investment income from step 1. Fifty percent of such gains will be taxed cur- 
rently, making the taxable income of the company, under steps 1 and 2, the 
sm of taxable investment income plus one-half (gains from operations minus 
taxable investment income). 

If a stock company has a gain from operations that is less than the taxable 
investment income, it will pay a tax on this lesser amount. 

Under this second step, the stock companies are expected to produce 5.1 percent 
of the total tax, and the mutuals 2.2 percent. Most mutual companies, after 
deductions of dividends to policyholders (which are actually price adjustments), 
will have a negative figure rather than a positive one. For this reason, only 
ough dividends are allowed as a deduction—regardless of the amount due 
policyholders as a legitimate price adjustment—to make the gain from operations 
equal to the taxable investment income. As a result the mutual company’s tax 
will remain an excise tax on arbitrarily measured investment income except 
that it will be at a higher rate than before. What this means is that—in spite 
of the intention to tax both investment income and gains from other operations— 
the tax base on investment income is arbitrarily set so high that the application 
of the formula leaves little room for a taxable measure of gains from other 
operations. 

The third step, which applies to stock companies only, results from a pro- 
vision in the bill which permits stock companies to allocate certain untaxed 
funds to a policyholder’s surplus account, and to allocate certain other taxed 
funds to a stockholder’s surplus account. The purpose of the third step is to 
provide for taxation of the untaxed fund in the policyholder’s surplus account 
ifand when any of this fund is distributed to stockholders. This step will apply 
subsequent to the tax year 1958. 

The fourth step provides for taxing the net long-term capital gains of both 
mutual and stock companies. Previously, capital gains have not been taxed. 
After the year 1958, they will be taxed separately at 25 percent. 
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CALCULATING TAXABLE INVESTMENT INCOME-—STEP 1 


In this new 1959 formula, all life insurance companies will compute the tay. 
able portion of their net investment income by applying a deduction rat, 
multiplied by their adjusted life insurance reserves. The deduction rate wi) 
be the average of their actual rate earned on assets and a special interest rate 
The special interest rate will be the higher of the assumed reserve interest rate 
on the company’s own books, or the industry average assumed interest rate 
The adjusted reserves will be the reserves shown on the company’s books re 
duced by 10 percent for each 1 percent by which the deduction rate exceeds 
the company’s own required interest rate. 

This method provided by the bill for determining the policy and contrag¢ 
liability deduction is unsound. Any method which relates this deduction to th, 
rate of interest assumed by a company in calculating its reserves is unsound, 
All such methods penalize the conservative company, as can be seen from the 
following illustration, based upon the formula in the bill, which shows the 
effect on the taxable income of different assumed reserve interest rates by two 
otherwise identical companies. Each company earns 4 percent on assets of 
$100 million, but company A assumes a 3-percent reserve interest rate, and com- 
pany B a 2.8-percent rate—each of these rates being in excess of the industry 
average. 





Company A | Company B 
| (%percent | (2.8 percent 











reserves) reserves) 
chips ities anceps |__———__——|— 
I lai nis cisannniiliabipcinietndilisishbininnseapiinebeenie _-----------} $10,000,000 | $100, 000,00 
lest es | $98,000,000 | $100, 000,00 
(3) Deduction rate (34 of earned rate and reserve rate) .........--.-. percent 3.5 | a4 
(4) Reserve adjustment rate... .....-........-.- wo neereeeee-o--------80-.--| 5.0 | 40 
I i oc ctncininibnmadinbisiiniininonmde pabinighaddiniietaenatuaed $93,100,000 | $04,000.00 
sects cieninceearaeeeerenimaiiaee pwccencotistegsenal | Garr. " $4, 000, 000 
(7) Reserve interest deduction (line 3 Xline 5) --. : : 3, 258, 500 3, 196, 000 
(8) Taxable income (line 6—line (7))-.........------ Pen eerpenmes “a 741, 500 | 804, 000 


While the formula used in the bill attempts to minimize the defect it does not 
go far enough. 

This defect can be completely avoided by substituting for the so-called deduc- 
tion rate used in the bill, the individual company average earned interest rate 
for the most recent 5 years and by using this same rate for adjusting the 
reserves. 


This substitution would eliminate the incentive for any company to weaken 
its reserve structure in the future. 


CALCULATION OF THE TAX UNDER STEPS 1 AND 2 


The 1959 formula, in effect, levies a tax of 52 percent against some portion of 
the policyholder dividends as a result of disallowing varying proportions of 
them as a deduction in the tax computation in the second step. 

This can be best explained by applying the new formula to Prudential’s figures 
for 1958. 


Step 1: Under the new formula the company’s taxable investment 
a ae canes aoenibneseheeiepaapeieninanidaniaes $130, 700, 00 


Step 2: 
(a) The gain from operations (including investment income) 
before Federal income tax and policyholder price adjust- 
ioe aaushnulbewinnmebqrane 388, 000, 000 
(b) Following established formulas, price adjustments were 
returned to policyholders__.__.__...-_-~- cituiaaminiiiteestinen, re 





(c) Actual gain from operations (a@)—(b)------------- 82, 300, 000 


— tt Asmara ee Bee 








00, 000 
00, 000 
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Step 1 plus step 2 formula : 
$130,700,000 plus % ($82,300,000—$130,700,000) 
or 


$130,700,000 plus 4% (—$48,400,000) 


As can be seen, the $48,400,000 is a negative figure, and if the formula is com- 
pleted, the $130,700,000 taxable investment income figure from step 1 would be 
reduced by one-half of the $48,400,000. But the mutual company is not permitted 
a negative in this computation, so enough of the distributed dividends must be 
disallowed to make the computation in step 2 equal to zero—in this case by 
qediting only $257,300,000 of the $305,700,000 in dividends distributed. On 
this basis the step 2 computation would have to be: 


(¢) Gain from operations before Federal income tax and adjust- 


I i Na a cc eh tian ace $388, 000, 000 
(}) Maximum allowable dividends__._---_-------_------~------- 257, 300, 000 
(¢) Formula-computed gain from operations (a)—(b)--------- 130, 700, 000 


In short, under this bill, the operating results of a mutual company (in vir- 
tually every case) must be arbitrarily adjusted so the tax formula can be 
gritten to make the gain from operations match the income from investments, 
viz, $130,700,000 plus one-half ($130,700,000—$130,700,000). When this is done 
with the company illustrated, the tax will amount to more than 90 percent of 
actual gains from operations. 

There are at least two glaring incongruities in this situation. The first is 
that the company’s actual operating gain in 1958 was $82,300,000 and not the 
$130,700,000 which the tax formula stipulates that it must be; so the company 
must write off and forget the disallowed $48,400,000. In the case of a stock 
company, any negative figure in step 2 is simply subtracted from the tax in step 1. 

Another glaring incongruity lies in the fact that this tax formula arbitrarily 
determines that a certain proportion of the dividends to policyholders—however 
much the formula may allow—constitutes a nontaxable price adjustment, and 
however much may be left is assumed to be something else, which by indirection 
is taxable. 

Actually, of course, it is all price adjustment, and gains from operations should 
not be figured on any basis but on the net income. 

It is interesting to note that in the case of these 1958 figures, the crediting of 
the $48,400,000 negative in step 2 against the income in step 1 would produce a 
tax of 52 percent. This would put the company exactly in line with other 
corporations. 

Actually, crediting the whole of the negative figure will always produce a tax 
for mutual companies of 52 percent, since the computation in step 1, which regu- 
larly exceeds the computation in step 2, is taxed at 52 percent. 


The Cuarrman. Now, Mr. Shanks, I would like to ask your position 
as between the 1942 formula and the bill that is now before the com- 
mittee, 

Mr. Suanxs. I would choose the legislation now before the com- 
mittee. I think it is much sounder all the way through. I think we 
could get into nothing except trouble with the 1942 law. 

The CuarrmMan. Will you elaborate why you favor the pending bill. 

Mr. Suanks. I favor the present bill as against the 1942. 

The Cuarrman. I know you do. I want to know what your objec- 

tions are to the 1942 law. 
_Mr, Swans. Well, the 1942 law is, first, purely upon investment 
income and then it is upon an industry average basis which is so set up 
that during the low interest rate periods we paid nothing, did pay 
nothing in 1947 and 1948, I believe, and at other times it swings ‘way 
high, and as a corisequence, it is very unstable and also takes no account 
of new developments in business, and it would be in my estimation very 
unsatisfactory. 
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The Cuatrman. And you prefer the bill now before the committes, 

Mr. Suanxs. That is right. 

The Cuarman. As it is. 

Mr. Suanxs. That is right. 

The Cuarrman. Without amendment. 

Mr. Suanxs. Of course, it should be amended. 

The Cuarrman. I understand that, but between the two, you would 
choose this bill as against the 1942 formula. 

Mr. Suanxs. Definitely. 

The Cuarmman. Senator Kerr? 

Senator Kerr. Would there be a difference in the amount of tax that 
your company would have to pay for the year 1958 under the 1942 lay 
and this year? 

Mr. Suanxs. Yes, Senator; we would pay $9 million less under the 
1942 law. 

Senator Kerr. Under the 1942 law. 

Mr. Suanxs. Under the 1942 law. 

Senator Kerr. Than you would under this law. Is your observa. 
tion with reference to the law based on your contemplation of one of 
the two laws as a permanent measure or does it go to the extent that if 
the committee were confronted with the alternative of making this 
current bill either as it is written or as amended effective January 1, 
1959, or January 1, 1958, but was going to do what it could to get it 
adopted either January 1, 1959, or January 1, 1958, at which time 
would you feel it would be wise to make it effective ? 

Mr. Suanxs. I should say it should be made effective for 1958, Jan- 
uary 1, 1958, to cover the year 1958. 

Senator Kerr. Now with reference to the illustration you gave us 
here on page 2, you said that the adjustment of the price of insurance 
to policyholders was $305,700,000. What part, if any, of that repre- 
sents earnings on investments which in turn were paid in the form of 
dividends to policyholders ? 

Mr. Suanxs. Almost none, if any. 

Senator Kerr. Well, now, you heard Mr. Davis’ testimony. 

Mr. Suangs. Yes. 

Senator Kerr. I believe his position was that adjustment in price, 
if paid to the policyholder, should even include the amount the com- 
pany has earned on investments disassociated from the premium paid 
by the policyholder. I wonder what your position is in that respect. 

Mr. a My position is that these returns, even if there were 
some investment income in there, that they should be still considered 
as price adjustment because in computing the premium on thom 
policies, we took account, of course, of the mortality, of the expense, 
and we took account of interest, and so this all would apply back in 
lowering of that premium. 

Senator Kerr. Don’t you think there should be a difference in treat- 
ment of adjustments in price made possible by returning to the policy- 
holder all of his premium except the amount required to carry his it- 
surance on the one hand, and then the amount to which it might be 
augmented by return from investment with reference to which the 
policyholder may or may not have made a contribution ? 

Mr. Suanxs. Well, I think the policyholder in all events has made 
a contribution to it. But I don’t see how you could draw a distinction 
between them. 
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Senator Kerr. I would like for you to go into a little more detail 
in the explanation of the matter you referred to, Mr. Shanks. — 

The application of the step 2 formula will automatically reinstate 
50 percent of the pension fund taxes which were eliminated in step 1. 

Mr. SHanxs. Well, because they are taken into account in comput- 
ing the gains of operations. este 3 ti 

f course, in the case of stock companies, it is different there. 

Senator Kerr. Well, so far as I am personally concerned—and I 
am not—what I feel about this is not binding either on the Senate 
or the committee, you understand that. I think that if it is right to 
diminate the tax on these trusteed pension accounts, that it is right to 
do so when we write the bill and make it effective then instead of 
phasing it out a little at a time or substantial portions of it at a 
time. 

Mr. SuHanxs. Yes. ba 

Senator Kerr. But in contemplation of the possibility that that 
might be done, this would create some concern in me that even though 
we did what we thought amounted to taking action, that unless we did 
something else, the step 2 formula in the bill would automatically 
reinstate the 50 percent of the taxes which we thought we had 
eliminated. 

Mr. Suanxs. Yes. I think in order to make certain that we don’t 
get somehow snarled up, it should be eliminated for both steps 1 and 2 
and we would be assured it would not be a tax. That is all we want. 
That it not be taxed. 

Senator Kerr. In other words, in addition to making a provision 
that the tax be repealed on it immediatley, we would have to have a 

vision in here that any income arising from that source would not 
iecluded in the gain from operations contemplated by step 2 of 
the bill. 

Mr. Suanks. That is right, and that would make it clear that it 
was out. 

Senator Kerr. Now you discussed a matter that I have been trying 
very hard to become familiar with and get acquainted with, and I am 
having trouble, and I realize in asking these questions I am exposing a 
good deal of ignorance, but I have found the only way to get rid of it 
is to expose it. 

I would like for you to give us a little better detailed explanation 
of the situation to which that part of the bill is addressed and also of 
the effect of the language in the bill. 

Mr. Suanxs. Well, that involves, of course, a deduction for group 
insurance. Group insurance, of course, builds up practically no re- 
serves, and there should be some provision for building up slowly; 
2 percent a year with the idea of it going to not more than 50 percent 
of the premiums for a year to take care of the special situations which 
arise because you do not have such a diversification of the risk. For 
instance, you have a good share of the people under the policy all con- 
centrated in a few plants. For instance, if you have an explosion, 
such as was had in Texas City a few years ago, you would have a 
tremendous loss because of the concentration of the risk there. The 
necessity for the deduction is such that it should be built up and it 
should not be eliminated just because of the operations between step 1 
and step 2. 
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Senator Kerr. You say it should not be eliminated. Explain that. 

Mr. Suanxs. Well, it is eliminated because you cannot take that 9 
percent if it has the effect of creating the negative under step 2, ]t 
is the same oe involved with us as with dividends. We can't 
use the dividends if it creates a negative, and also a company cant 
take this 2 percent if it creates a negative, whether it is a stock com. 
pany ora mutual company. 

Senator Kerr. In other words, what you are saying is that if you 
have allowed a credit—and now I wish you would explain, assumi 
that I even know less than I do—which would be a violent assum 
tion—just what is meant by the statement, the taking of the 2 percent 
credit ¢ 

Mr. SuHanxs. Well, being able to set aside out of your earnings 9 
percent to slowly build up the reserve for catastrophic loss in connee. 
tion with group insurance. 

Senator Kerr. For that class of liability? 

Mr. Suanxs. For that class of liability. 

Senator Kerr. Does that mean 2 percent of the premium ? 

Mr. SuHanxs. Two percent of the premium for the year, yes. 

Senator Kerr. And that be treated as a reserve not primarily fora 
specified risk but for that class of risk either written or to be written! 

Mr. Suanxs. That class of risk of the group. 

Senator Kerr. By the company. 

Mr. Suanxs. That is right. 

Senator Kerr. Now, to what extent is that permitted under the 
bill before us? 

Mr. Suanks. Well, it is permitted except that if in any year that 
we set aside that 2 percent, it would have the effect of creating a nega- 
tive, and that is step 2 again, then we couldn’t use it. 

Senator Kerr. Well, aside from that factor, what is permitted 
under the bill? 

Mr. SuHanks. Pardon me. 

Senator Kerr. Aside from its indirect effect by the application of 
“~— 2, what is provided in the bill, in simple terms? 

fr. Suanks. Well, it is provided that you may set up the 2 percent 
a year until you have arrived at, I believe it is, 50 percent of 1 year's 
premium. 

Senator Kerr. Now, you think that if that provision were made 
effective, and the effectiveness of it not nullified in whole or in part by 
step 2, that it would be an adequate provision ? 

Mr. SuHanks. Yes. Wethink it would be adequate. 

Senator Kerr. But in order for it to be effective in accordance with 
the spirit as you interpret it and believe it should be, having built up 
that reserve or a part. of it, then it is your position that the earnings 
from it should not be affected by the negative provisions of step 2? 

Mr. Suanks. The earnings from the amount built up ? 

Senator Kerr. Yes. What I am trying to do is get a clear picture 
of your recommendation here. 

Mr. Swans. Well, I think that 

Senator Kerr. And you have given it here and you have given 
it so that you understand it, and it may be that every other member 
of the committee does, but I am just frank to confess to you I don't 
quite understand it yet, and I am trying to get you to help me under 
stand. 
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Mr. Suanxs. I think we should be able to deduct 2 percent each 

runtil it getsto 50 percent,andthenitstops. = 

Senator Kerr. In other words, while it is building up to the 50 

reent, it should not be counted as operating income under step 2 
of the bill ? 

Mr.Suanxs. Yes. That isright. ; 

Senator Kerr. Now, after it gets to 50 percent, what is your posi- 
tion on it ¢ 

Mr. Suanks. It would be held there as a reserve. 

Senator Kerr. But the earnings above that, then, would no longer 
be exempt from the application of phase 2? 

Mr. Suanks. I wouldn’t think so, no. 

Senator Kerr. In other words, then, your suggestion with reference 
to that part of the bill is with reference to keeping those earnings 
exempt until that 50 percent of premium is reached, and then after 
that, feeling that an adequate reserve has been reached, then the 
income from it would no longer be exempt from step 2 of the bill? 

Mr. Suanks. I think that is right. If the 50 percent is an adequate 
reserve, Which I believe it is, then it should not grow any more. It 
should be just held there. 

Senator Kerr. Yes. Now, in the next part I was quite impressed 
by what you had to say. 

The first result will be an acceleration in the trend away from those life 
insurance services that involve savings features. 

This will happen because the end result of excessive taxation of savings held 
by life insurance companies as contrasted with other institutions who hold 
savings is to eliminate those life insurance savings. 

I wonder if that statement is provoked in part by the fact that, for 
instance, mutual savings banks pay no taxes ¢ 

Mr.Suanks. Yes. In part. 

Senator Kerr. And that building and loan associations for all prac- 
tical purposes pay little, if any ? 

Mr. Suanxs. That is right. 

Senator Kerr. You are taking the position that as of now, although 
your industry paid $200 some million taxes for 1957 and under either 
this bill or the 1942 act it would pay in the neighborhood of $500 mil- 
lion in taxes for 1958, these other groups of great financial institu- 
tions that we all are very friendly to and are respectful of pay no 
taxes or little taxes. You contemplate the situation where your rela- 
tive position would be worsened with reference to them, would cause 
what would be a very great shift in the saving habits of the people 
in that the incentives would be in favor of the other financial institu- 
tions and adverse to the life insurance companies. Is that it? 

Mr. Suanks. I feel that very strongly. 

Senator Kerr, Is that what you mean ? 

Mr. Suanxs. That is right. I feel that very strongly. We are 
ilready getting the swing away from policies with the saving feature 
because of fear of inflation, and that sort of thing, and this large tax 
Increase added on top of it I am sure will accelerate it. You know it 
stough when it comes to competition with those other savings insti- 
tutions. They say, why buy insurance because of the taxes? I mean it 
certainly will be snowballing. 

Senator Kerr. Thank you very much, Mr. Shanks. 
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The Cuamman, Mr. Shanks, I would like to ask that you put your 
suggestions into amendment form. 
r. Saanks. Suggestions for the bill itself ? 
The Cuarmman. Yes. 
Senator Kerr. The suggested amendments that you had made, to 
put them in written form and submit them to the committee. 
Mr. Suanxs. We will. 


The Cuamman. And give them to the clerk so they can be in. 
cluded in the record. 


(The material referred to is as follows :) 


PRoposeD AMENDMENTS TO H.R. 4245 Wirn Respect TO PENSION PLANs 


Page 6, line 19, strike the period, and insert: “, exclusive of any portion 
thereof attributable to contracts described in section 805(¢) (2).” 

Page 21, line 9, strike the period, and insert: “, such items and deductions 
to be exclusive of any portions thereof attributable to contracts described in 
section 805(c) (2).” 

Page 21, line 14, strike the period, and insert: “, such items and deductions 
to be exclusive of any portions thereof attributable to contracts described ip 
section 805(c) (2).” 


Proposep AMENDMENTS TO H.R. 4245 Wirth Respect TO DEDUCTION For Dr- 
DENDS TO POLICYHOLDERS, ETC. 


Strike section 809(g) and substitute the following: 
“(g) LIMITATION ON CERTAIN DEDUCTIONS.— 

“(1) RESERVES FOR CERTAIN NONPARTICIPATING CONTRACTS.—The amount of 
the deduction under paragraph (6) of subsection (d) shall not (after the 
application of subsection (f) ) exceed the amount by which— 

“(A) the gain from operations for the taxable year, computed with- 
out regard to such deduction and the deductions under paragraphs (3) 
and (7) of subsection (d), exceeds 

“(B) the taxable investment income for the taxable year. 

“(2) DIVIDENDS TO POLICYHOLDERS AND GROUP LIFE, ACCIDENT, AND HEALTH 
INSURANCE.—If the gain from operations for the taxable year, computed 
without regard to the deductions under paragraphs (3) and (7) of subsection 
(d) but after the deduction under pararaph (6) of subsection (d), exceeds 
the taxable investment income for the taxable year, the amount of the 
deductions under paragraphs (3) and (7) of subsection (d) shall not (after 
the application of subsection (f) ) exceed— 

“(A) the amount by which— 

“(i) the gain from operations for the taxable year, computed 
without regard to such deductions but after the deduction under 
paragraph (6) of subsection (d) as limited by paragraph (1), 
exceeds 

“(ii) the taxable investment income for the taxable year, plus 

“(B) fifty per centum of the amount by which— 

“({) the taxable investment income for the taxable year exceeds 

“(ii) the gain from operations for the taxable year, computed 
after the deductions under paragraphs (3) and (7) of subsection 
(d) and the deduction under paragraph (6) of subsection (d) as 
limited by paragraph (1): 

otherwise the deductions under paragraphs (3) and (7) of subsection (d) 
shall be reduced by 50 per centum. 

“(3) APPLICATION OF LIMITATION.—The limitation provided by paragraph 

(2) shall apply first to the amount of the deduction under paragraph (7) 
and then to the amount of the deduction under paragraph (3).” 
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pporosep AMENDMENT TO H.R. 4245 Re Revatvation Rate in First PHASE 


Strike out section 805(b) (2), page 13, and substitute following: 

“(2) DEDUCTION RATE.—For purposes of this part, the deduction rate for 
any taxable year is the amount ascertained by dividing by five the sum 
of the investment yield rates (as defined in subsec. (c)(1)) for the taxable 
year and each of the four preceding taxable years.” 


ppoposeD AMENDMENT TO H.R. 4245 WiTH REsPECT TO DEDUCTION FOR INVESTMENT 
YIELD ON PENSION PLAN RESERVES 


Change section 805(C) (3), page 18, to read as follows: 
(3) SPECIAL TRANSITIONAL RULE.—For purposes of this part, the amount 
taken into account as pension plan reserves shall be— 
“(A) in the case of a taxable year beginning after December 31, 
1957, and before January 1, 1959, zero; 
“(B) in the case of a taxable year beginning after December 31, 1958, 
100 per centum of the amount thereof (determined without regard to 
this paragraph).” 

Senator Witt1ams. Mr. Shanks, if the two amendments which you 
sre proposing are adopted by the committee, how would that change 
your tax liability for 1958 ¢ 
' Mr. Suanxs. I think it adds to—48 and 35, that would be 78. 

Senator Wiiuiams. In your particular case, if I understood you 
correctly, you said that the present law, H.R. 4245, would cost you 
about $9 million more than the 1942 act. 

Mr. Suanks. In the case of Prudential. 

Senator Wituiams. Yes. How would that affect your particular 
stocks ? 

Mr. Suanxs. If we got credit for half of those negatives, it would 
bring us down to approximately 56 percent of our gains from opera- 
tions—the two items. 

Senator Wu1ams. Well, if I understood you correctly, you said 
that H.R. 4245 would cost $9 million more than it would under the 
1942 formula ? 

Mr. Suanxs. I think that was right. 

Senator Witt1ams. What would the dollar figure be if those amend- 
ments are adopted ? 

Mr. Suanxs. The dollar figure would be about $62 million that 
we would have to pay with those amendments made. 

Senator Witu1ams. How much less than the 1942 formula would 
that be ? 

Mr. Suanxs. That would be about $7 million less, I would think. 

Senator Witu1aMs. That would bring your tax liability under the 
bill if it is amended as you recommend to $7 million less than the 
1942 formula; is that right? 

Mr. Suanks. About $7 million. 

Senator Wiii1aMs. How does your tax liability compare with the 
stopgap formula and the 1942 formula ? 

Mr. SuHanks. Well, under the stopgap formula—it would be about 
$41 or $42 million, and it would be about $62 million under the pro- 
posed bill after the amendments. 

nator Witu1aMs. Is that after your suggested amendments? 
Mr. Suanks. After the suggested amendments. 
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Senator Kerr. I thought the question was without the suggested 
amendments. 

Senator Witutias. I was trying to get it in the record both ways 
I think you had it in the record before. 

Mr. SuHanxs. Yes. It would be about $42 million under the stop. 
gap law and about $62 million under the proposed law with the syp. 
gested amendments. Without the proposed amendments, it would go 
from about $42 million to about $78 million. 

Senator Witu1ams. Thank you. 

The Cuarrman. Senator Frear? 

Senator Frear. No questions. 

The CHatrman. Senator Smathers? 

Senator Smatruers. No questions. 

The Cuarrman. Senator Anderson? 

Senator Anperson. I want totry again. I think probably Senator 
Kerr got it down perfectly from his standpoint, but I am not sure he 
got it down for mine. 

You believe that the 2 percent ought to be allowed to accumulate 
until you get your 50 percent? 

Mr. Suanks. Of a year’s premium, yes. 

Senator Anperson. You believe a full 2 percent should be allowed 
every year even if that should result in a negative in your step 2¢ 

Mr. Suanks. I think that is right; for all companies, it should be, 

Senator ANperson. You wanted to go on—— 

Mr. Suanxs. Up to 50 percent. 

Senator Anperson. Yes. I notice that you have the individual 
company average earnings interest rate for the most recent 5 years, 
Can I read you a question that was sent to me to ask you ¢ 

In your first suggestion you propose that the reserve deduction be 
based solely on the actual earnings rate and to no extent on the assumed 
rate of the individual company or the industry average. You suggest 
that because of arbitrary elements in the assumed rate. 

On the other hand, isn’t it also arbitrary to depend only on earnings 
rate which gives the company of high investment rate of return a 
larger deduction than a company with a low investment rate of re- 
turn, even though their contractual obligations are the same ¢ 

Will you comment on that, please ? 

Mr. Suanxs. Well, I think in the first place we have made a bi 
step forward because it is the individual company, and in the secon 
place, if they have a higher interest rate, they have actually earned 
it, so that they have the money. It is a more direct, means of comput- 
ing what you should pay taxes upon because you have earned that 
money. 

Senator Anperson. By the payment of dividends you might get te 
the point where you have a negative in step 2? 

Mr. Suanus. Yes; that is right. 

Senator Anprrson. And you believe that half of that ought to be 
credited when negative in case you get that rule ¢ 

Mr. Suanxs. I think in theory we are entitled to it all, but I think 
we have to be practical. As Mr. Davis says, I think half certainly 
takes account of all arguments that can be made against it. 

Senator Anperson. I think I have no more questions. 

Senator Kerr. May I ask one more question aes a 


vi 
al 


W 


ways, 


Stop- 


& Sug- 
ld go 


nator 
ire he 


ulate 


lowed 


idual 
years, 


on be 
umed 
ggest 


nings 
8 
if re- 


a bi 
con 
ined 
iput- 
that 


ret to 


to be 


hink 
ninly 


TAX FORMULA FOR LIFE INSURANCE COMPANIES 105 


If the amendment you just referred to were adopted, would that 
then meet the criticism you have offered with reference to this 2 

nt premium accumulation ? 

Mr. SHanxs. Well, yes, it would, but bear in mind, as I understand 
the present bill, it says the 2 percent cannot be used if it causes a 
deficit in phase 2. So it would specifically have to be handled on 
itsown to take care of it. 

Senator Kerr. Yes. 

The CHarrman. Senator Gore? 

Senator Gore. Mr. Chairman, I was called away and didn’t get 
to hear the statement of the distinguished gentleman. ‘Therefore, 
Idon’t feel I quite qualify to interrogate him. 

I would like some clarification on the answers you gave to Senator 
Williams. Did you mean that the tax liability of your own company 
would be $78 million under this bill if only this latter amendment 
to which Senator Anderson and Senator Kerr referred were adopted, 
or did you have other amendments the effects of which are included 
inthat estimate ? 

Mr. SHanks. There were the two other amendments. That is the 
5-year average and the negative deduction at one-half. 

Senator Gore. Would you give me the estimate under the pro- 
visions of the present bill, both without your suggested amendments 
and with them of your own company’s tax liability for 1958. 

Mr. SuHanxs. You mean with respect to the 2 percent you are speak- 
ing of ? 

Senator Gorr. No. Iam 

Mr. Suanks. The whole thing? 

Senator Gore. I am talking about the deduction for possible losses 
under phase 2 from your tax liability under phase 1—— 

Mr. SHanxs. Well—— 

Senator Gore. If your amendments were adopted. 

Mr. Suanks. If our amendment were adopted—you mean without 
the 5-year or with the 5-year adjustment on phase 1? 

Senator Gore. How did you suggest them ? 

Mr. Suanxs. I will give them. I suggested both of them and it 
would bring it down from $78 million to about $62 million. 

Senator Gore. In other words, it would reduce your own tax liabil- 
ity by $16 million. 

Mr. SHanxs. Approximately $16 million. 

Senator Gore. Now, what would be, in your opinion, if you have 
an estimate, the effect on the revenue to the Government of the adop- 
tion of the amendments ? 

Mr. Suanxs. I think it would bring it down about $78 million all 
told for the industry. 

Senator Gore. $78 million for the entire industry, of which your 
papery would perhaps have $16 million. 

Mr. SHanxs. About $16 million. 

Senator Gore. Thank you, Mr. Chairman. 

The Coarrman. Senator Talmadge? 

Senator Tatmaper. Mr. Shanks, I would like to ask you about one 
matter you didn’t testify about. It is one that has been brought up 
by others, and that is the provision for taxation of tax-exempt bonds. 

Is it your opinion under the terms of the act which we are asking 
to report to the Senate, tax-exempt obligations would be taxable? 

37532—59—_8 
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Mr. Suanxs. It is my opinion that we would get only a proportion. 
ate amount of the tax exemption. Therefore, to that extent I Suppose 
you might say they are taxable. 

Senator Tatmapcr. One constituent of mine makes the assumption 
that they would be less desirable with reference to bonds issued b 
utilities, for instance, unless the income ratio went up about then, 
quarters of 1 percent. Can you comment on that? 

Mr. Suanxs. I don’t know the rate exactly, but it would make q 
substantial differences in that rate, and I imagine three-quarters of 1 
percent might be about it. But I don’t know. 

Senator Tatmaper. Do you think that would render an obligation 
to the States, counties, and municipalities less desirable on the bond 
market than they are at the present time ? 

Mr. Suanxs. There is no question but what, if you take away 
of the tax exemption, it makes them less desirable because probably 
their main appeal is their tax exemption. 

Senator Tatmapce. You think, then, that that might result in in. 
creased interest rates for tax-exempt obligations in municipalities, 
counties, and States? 

Mr. SHanxs. Well, I don’t know how much of an impact the in- 
surance buying would have, but to the extent that it had an impact, 
it would make the bonds harder to sell, and you would have to pay 4 
higher interest rate. 

Senator Tatmaper. It is your testimony you think the bill ought to 
be amended to clarify the exempt status? 

Mr. Suanxs. Well, I haven’t prepared myself to testify on it, I 
don’t think it would affect our company very much, but I understand 
that a number of people are going to testify on it, but certainly if they 
are tax exempt with other industries and other companies, they ought 
to be tax exempt with the insurance companies. 

Senator Tatmapee. Thank you, sir. 

The Cuarrman. Thank you very much, Mr. Shanks. 

The committee will now adjourn until 10 o’clock tomorrow morning. 
Mr. Guest will be the first witness. 

(By direction of the chairman, the following is made a part of the 
ian :) 


STATEMENT OF Rospert L. Hoac, Vick CHAIRMAN OF THE BOARD, THE EQUITABLE 
Lire ASSURANCE SOCIETY OF THE UNITED STATES 


SUMMARY 


(1) Life insurance companies are subject to Federal income taxes on their 
pension fund business while investment income from such business conducted by 
trustees, such as banks and trust companies, is tax exempt. 

(2) Aside from creating a disadvantage in a competitive business, the present 
law increases the pension costs for small business. 

(3) H.R. 4245 recognizes the inequities in (1) and (2) and embodies a large 
measure of correction. 

(4) H.R. 4245, however, requires further amendments to establish Federal 
income tax equality between insured pension operations of life insurance 
companies and the trusteed pension operations of banks and trust companies. 

My name is Robert L. Hogg. I am vice chairman of the board of the Pquitable 
Life Assurance Society of the United States, 393 Seventh Avenue, New York City. 
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Our company as well as many other life insurance companies—large and small—- 
pas long been engaged in furnishing pension services. (See list of companies 
attached as appendix I.) In the preparation of this statement I have had the 
nee of several of my associates, particularly Mr. Walter Klem, our senior 
president and chief actuary, and Mr. Ray M. Peterson, our vice president and 
associate actuary, who now accompany me. In the event further information is 
sught as to certain aspects of my statement, I shall ask your permission to 
counsel with them. 

previous witnesses have indicated their support of the general form of the bill 
mder consideration and their concern as to its heavy taxation of the business. 
Weshare their views on these two points but I shall not elaborate upon them. 

The basic purpose of my appearance is to register our support of an underlying 

ciple of the bill which seeks to correct the discriminatory tax upon the pension 
pusiness * of life insurance companies in the face of complete exemption for the 
same operations of banks and trust companies. The bill goes a long way in the 
direction of correcting this discrimination. It falls short, however, of establish- 
ing adequate tax equality. It is reasonable to assume that to some extent this 
failure to give equality is an unforeseen result of the complexities of the bill 
itself. 

It is a common occurrence for this committee to hear complaints about dis- 
criminatory tax treatment. In many cases the existence of discrimination may 
rest upon conclusions of the witness himself. The conclusions may be ones upon 
which reasonable people may differ. This is not true as to the discrimination 
which H.R. 4245 would correct. A life insurance company pays a tax on the 
income from funds which it holds for pension plans. Trustees, banks, and trust 
companies holding pension funds pay no such tax. Discrimination is clear. No 
one seeks to deny it. 

Not only do banks and trust companies not deny it, they boast about it. For 
years our competitors have advertised their tax advantage. An example of the 
publicity given to this tax discrimination is an item which appeared in the Wall 
Street Journal as recently as October 14, 1958, under a San Francisco dateline: 

“A pension fund for all practical purposes is a ‘cost-plus’ operation which favors 
use of bank trusteed plans over those offered by insurance companies due prin- 
cipally to tax advantages,” Paul A. Warner, president of Warner-Watson, Inc., 
asserted here. * * * “The primary expense advantage of a trust over all types 
of insured plans is that the insurance company must pay a Federal income tax 
from which the trust is practically exempt,” he said. “The amount of this cost 
will vary with the yield of the insurance company but will doubtless average 0.33 
percent of yield which, in turn, will average about 8 percent of total premium 
cost,” Mr. Warner asserted. 

The significant thing is that the unfortunate situation has not arisen as part 
of congressional policy. In fact, it has arisen in the face of a congressional policy 
to the contrary. Many years ago Congress encouraged the establishment of 
employee pension plans by employers through the device of permitting as a 
business deduction the employer's contributions to such a plan. Certainly it 
was not intended partially to neutralize this encouragement by creation of a dis- 
criminatory tax burden upon these plans when administered by life insurance 
companies. The present situation, however, far from being from design is really 
an evolution from the tax treatment of life insurance companies and the tax 
treatment of trusts. Pension business became important long after Congress 
established net investment income as a basis for the taxation of life insurance 
companies. 

GROWTH OF TRUSTEED PENSION PLANS* 


In 1950 insured and trusteed plans shared the field on roughly a 50-50 basis in 
terms of total funds held. At the end of 1958, just 8 years later, the ratio stood 
at about 40-60 against the pension plans of life insurance companies. 





1In all references to pension business as well as pension plans, I mean pension plans 
meeting the standards of sec, 401 of the Internal Revenue Code and, for convenience, called 
qualified plans. 

*Pension plans where funds are invested by a trustee. 
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Insured reserves and trust funds of private pension plang 


(Dollar amounts in millions] 











—_—_—_—_______! 
| Proportion 

End of year Insured | Trust funds | Total (1)+(2)) 2 event) 
reserves Br 

| Insured Trusteed 

(1) (2) (3) (4) (5) 

Tee TCA Te Sie on eee en a, ns 
SP a a $5, 575 | $5, 750 $11, 325 | 49. 23 50.77 
i Aehttinteitnepinniinn oben | 6, 550 7, 300 | 13, 850 | 47.29 | 52.71 
ene aet nines nepal 7, 675 9, 000 16, 675 | 46.03 | 53.97 
Pe th dakleccscwdenesdudoni's 8, 77! 10, 675 19, 450 | 45. 12 | 54.88 
SDs 2is.dba de tihind sides aap abbedins -| 9, 950 12, 900 22, 850 | 43. 54 | 56.48 
SD nena etiasinnptim potenti 11, 250 15, 125 26, 375 | 42. 65 57.35 
i imtnnbreiehwhersensmneeene | 12, 450 17, 625 30, 075 | 41. 40 | 58. 6) 
PEN a soos eect 14, 025 20, 800 | 34, 825 | 40. 27 59.73 





Sources: Insured reserves, Institute of Life Insurance (includes both group annuity and individual 
policy); trust funds, Securities and Exchange Commission and Social Security Administration (ineludes 
multiemployer plans and plans of exempt organizations). 


In terms of current annual contributions only 35 percent is going to insured 
plans and the proportion is decreasing rapidly. Mr. Vito Natrella of the Se 
ecurities and Exchange Commission in 1957 estimated this proportion will be 
down to 20 percent by 1965. This spectacular shift to trusteed pension plans 
does not arise solely because of the establishment of new pension plans. The 
life insurance companies are losing a substantial part of their existing business 
to trusteed operations of banks and trust companies. Unless a fair competitive 
position is established, the losses may be expected to continue more rapidly. 

Losses of pension business take two forms: plans which change fully to a 
trusteed basis and plans which change partially to such a basis. Not counting 
these partial changes, 6 life insurance companies accounting for 76 percent of 
total group annuity premiums reported 199 cases of complete change to trusteed 
plans from January 1954 to July 1958. Thes cases represented an annual 
premium loss of $110 million. This figure does not include the substantial losses 
arising from contracts discontinued in part, business lost by life insurance com- 
panies other than these six, and business lost by all companies prior to 1954. 

The following tabulation graphically shows the experience of the Equitable 
since 1951. Note particularly the accelerated rate of termination since 1954 
when, instead of relief, greater discrimination arose under the Mills-Curtis bill 
as passed by the Senate. In its original form as passed by the House, substantial 
relief was provided. 


Equitable business completely lost to trusteed plans 








Number of 

employees 

Year of termination | Number cf Annual at date of 

contracts premiums termination 

| (including 

retired) 

es Ek RR a Pk Ss eS | 7 $2, 795, 000 4,816 
ae oe ee nd inguncemt dadbeine tdaded Se ee Ne 11 4, 354, 000 11, 339 
NR a i le ie 10 1, 82°, 000 | 10, 82 
ee wt ok et i I 17 | 9, 036, 000 | 19, 537 
A a : 25 30. 707, 000 | 124, 180 
es, Seen ae Oar Sore =. * > eee ete et PE? 21 9, 624, 000 29, 065 
SI. <iccmiinniinsta de AOdd 2 SE 2S SSS bch lulaloetid oiled dll? ahd 15 | 3,677, 000 | 15, 426 
1958 (6 months)..._.___- a a ae ee ERE il 6, 977, 000 15, 54 
ND iit sh ici acid Mlb teveatbabchintl oe 117 | 68, 996, 000 230, 919 





An employer, particularly a large employer, has a choice of methods for pen- 
sion funding. He may select a life insurance company or he may use the trust 
services of a bank or trust company. While there are other reasons to use 
insurance company facilities, it is quite clear that cost is the predominant factor 
in choosing trust facilities of a bank or trust company. 
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FEDERAL INCOME TAXES AS A COST FACTOR IN INSURED PLANS 


It is generally recognized that, for a typical pension plan, a variation of one- 
of 1 percent in the rate of interest (i.e., 0.25 percent) will produce a 
jiferential of 6 or 7 percent in the long-run cost of the plan. Based on an 
erage investment period of 25 years involving the accumulation of contribu- 
tions and distribution of pensison benefits, the additional contributions required 
9 offset the reduction in earnings due to taxes at the rate in the last stopgap 


act are as follows: 
Additional contributions, as percentage 


Net earnings before tae (percent) required to offset taw under 1957 stopgap act 
3.25 6.2 
3.50 6.7 
3.75 TZ 
4.00 7.7 


The current rate of earnings before tax of most insurance companies is 3.75 
percent to 4 percent. Hence, the effect of the last stopgap act, compared with 
a tax-exempt trust enjoying the same rate of earnings before tax, was to increase 
the cost Of insured plans by 7.2 percent to 7.7 percent. Again the situation 
pecomes infinitely worse under H.R. 4245 without provision for tax equality. 
At this stage with 1958 figures not available for the business as a whole, a 
reasonable estimate is that the present bill without the tax equality would mean 
that the cost of insured pension plans would be about 12 percent more than the 
cost of trusteed tax-exempt plans. 

The greatest single item of expense in an insured plan is the Federal income 
tax, a cost not borne by a trusteed plan. Let’s look at the situation as it would 
be if insurance companies were given the same tax treatment as banks and 
trust companies with respect to pension funds. 

The following table shows that in recent years the difference in earnings 
between insured pension funds and trusteed pension funds is almost entirely 
accounted for by the Federal income tax. 


Percentage rate of investment income 


Life insurance companies 
| Tax-exempt | 
Year corporate 





pension Before Reduction | After 
funds Federal | byreason | Federal 
income tax of tax | Income tax 

1... 3.09 3.18 0. 20 2. 98 
1982... 3. 26 | 3. 28 21 3.07 
1953... 3. 40 | 3. 36 -21 | 3.15 
104... 3.72 | 3. 46 - 22 | 3. 24 
155... 3. 58 3.51 . 28 3. 23 
EE 3. 68 3. 63 30 | 3.33 
167... word ‘asedee 3. 84 3. 75 .31 | 3.44 





Source: Corporate funds; Securities and Exchange Commission Life Insurance Companies; Institute of 
Life Insurance Fact Book. 


From the foregoing tabulations it is obvious a life insurance company in its 
pension operations cannot compete on a cost basis with the tax-exempt operations 
ofa bank or trust company. Life insurance companies have lost ground to 
their tax-exempt competitors. 

This shift of business to trusts has created a maladjustment for smaller 
employers. This shift of business to tax-exempt trusts has been more extensively 
wed by a large employer with a decrease in pension cost, leaving his smaller 
competitor with a higher cost for his pension service. 

In its Survey of Corporate Pension Funds, 1951-54, the Securities and Ex- 
change Commission found from sample data that “smaller-sized businesses have 
proportionately more plans of the insured type than do the larger companies.” 

As to existing plans, the average number of employees covered by group annuity 
contracts was 707 in 1955 (645 in 1957) (according to the 1958 Life, Insurance 
Fact Book) which contrasts with an average number of 4,075 for 643 plans 
handled by corporate trustees (as reported in 1955 by the New York State Bank- 
ing Department). As to new plans, the average number of employees under 
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group annuity contracts issued in the 3-year period 1955-57 was 231, (accordi 
to the reports of the Life Insurance Association of America). In a study made 
by the Bankers Trust Co. of new plans adopted in the period 1953-55 

66 plans with at least 200 lives, the average size of the group annuity cases was 
660 employees and for the trusteed plans was 3,400. Finally, here is a gs 
comparison : During the period from January 1, 1954, to July 1, 1958, the ayer. 
age number of employees covered by Equitable discontinued pension plans which 
changed completely to trusteed funding was 2,055 and the average number of 
employees for newly issued contracts during the same period was 204. 

The foregoing facts demonstrate clearly that the small- or moderate-sizeq 
employer finds it desirable to use the services which an insurance company 
provides. 

Small business needs the services of the life insurance company. Under g 
trusteed plan, the employer is solely responsible for the successful operation of 
the plan. Although he engages the specialized services of the consulting acty. 
ary, the bank as trustee, and the tax lawyer, none of these specialists is or ean 
be responsible for the adequacy of funds to support the benefits promised 
by the plan. The successful operation of a trusteed plan generally depends upon 
the continued existence of the employer. An inadequacy of contributions may 
not be properly recognized for many, many years. Even though contributions 
may be soundly determined by actuarial principles, a sufficient number of lives 
and a sufficiently long period of operation are necessary to permit the law of 
averages to operate—a law on which the actuarial determinations depend. The 
officers of a small business are least likely to have the time and talent required 
to fulfill the employer’s responsibilities of a trusteed plan. A small pension 
fund handled separately as a trust will entail relatively high investment ex. 
penses and may not provide adequate attitude for proper diversification of 
investments. 

Life insurance companies provide a unique and necessary service by which 
the small employer can secure— 

(a) guarantees of the adequacy of funding with no risk as to failure of 
the law of averages to operate; 
(0) the benefit of an investment activity with opportunities for wide 
diversification and low investment expense ; 
(c) an assurance that benefits accrued to date are adequately funded 
even though the employer should go out of business ; and 
(d) an assurance that paid-up pensions vested in ex-employees (portable 
pensions) will be secure and will not depend upon the employer always 
being in existence in order to administer and provide such benefits. 
In view of the virtual necessity of the small employer using the services of the 
life insurance company, the Federal income tax discrimination as to “qualified” 
pension plans falls with special force upon the small employer. His only alterna- 
tive is a risky venture for which he is unqualified. This situation cannot be 
said to be consistent with sound public policy. 

It is also important to recognize that the burden of the tax can ultimately fall 
on the employee by his receiving a lesser pension from the funds which the 
employer has available for a pension plan. This is particularly true where 
the employer contributes under a “cents-per-hour” type of negotiated plan. 

The tax equality now sought affects only a class of business of a life insur- 
ance company. While it would correct the inequities and discrimination cast 
upon the pension operation of life insurance companies, it would not create 
any advantage for one life insurance company over another. The suggested 
tax equality would benefit only the pension contract holders, no one else. Bach 
pension contract, whether with a stock or a mutual company, is under constant 
scrutiny by the contract holder. Taxes are charged to each pension contract, 
without any connection whatever with any other line of business. Pension fund 
equality now sought would have no effect whatever upon competition with other 
companies operating solely in the ordinary life field, but it would equalize the 
position of insurance companies and banks in the pension field and treat pension 
business the same without regard to the entity furnishing the service. 

The report of the Ways and Means Committee (p. 6) commenting on the 
treatment of pension income says: “The more favorable treatment of qualified 
pension and profit sharing business is believed necessary in view of the fact that 
the net investment earnings of a qualified pension or profit sharing trust are 
completely exempt from tax while they are accumulated in the trust.” It seems 
clear that it was intended to try to bring about tax equality for the two methods 
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of operation. However, to attain such objective the following amendments of 
pe bill now under consideartion are required. 
1. The bill provides for exemption of income arising in connection with pen- 
gon reserves. In income from pension surplus is to be taxed at the regular 
te rate. While relief based on reserves is substantial, it falls short of 
complete tax equality. In the case of trust operations, the whole fund is exempt. 
jn insured operations the fund is the total of pension reserves including other 
fund liabilities and pension surplus. Consequently, to ignore earnings 
m surplus and other pension fund liabilities falls short of establishing tax 


eS apas the same line, the same tax exempt treatment of capital gains and 
jsses should be given to insured funds as is accorded trusted funds. 

% The bill clearly provides in step I exemption for income attributable to 

reserves. However, a part of this may be taken away in step II, re- 

iting to the tax on net gain from operations in which no account is taken of 

pasion operations. Total tax * is based on net investment income in step I, 

50 percent of the excess of net gain from operations in step II over net 

investment income. Reduction of net investment income in step I to the extent 

that pension income is deducted increases the probability of creating tax li- 
gility under step II in which pension operations are included. 

This is evidently unintended and easily corrected. It could be provided that 
the inclusion of pension operations in step II will not create a tax liability 
guider step II which would not otherwise exist. 

(Nore.—The following technical amendment would revise the definition of 
‘yension plan reserves” now in the bill to include contracts issued to tax exempt 
organizations and to employers with qualified plans in Canada.) 

Section 805(c) (2) to be replaced with following : 

“For purposes of this part, the term “pension plan reserves” means that 
portion of the life insurance reserves which is allocable to contracts— 

“(A) entered into with trusts which (as of the time the contracts were 
entered into) were deemed to be (i) trusts described in section 401(a) 
and exempt from tax under section 501(a) or (ii) trusts exempt from tax 
under section 165 of the Internal Revenue Code of 1939 of the correspond- 
ing provisions of prior revenue laws. 

“(B) entered into with employers under plans which (as of the time the 
contracts were entered into) (i) were deemed to be plans meeting the 
requirements of section 401(a) (3), (4), (5), and (6), or the requirements 
of section 165(a) (3), (4), (5), and (6) of the Internal Revenue Code of 
19389; or (ii) were plans for which under the provisions of prior revenue 
laws the employer contributions were deductible ; 

“(C) entered into with employers exempt from tax under section 501(c) 
or (d) or section 115(a) or exempt from tax under the corresponding pro- 
visions of prior revenue laws. 

“(D) providing benefits for employees or agents of the life insurance 
company under a plan which for the taxable year meets the requirements 
of section 401(a), (3), (4), (5), and (6). 

“(B) entered into under approved superannuation funds or plans as de- 
fined by section 127, subsection (1), paragraph (c) of the Income Tax Act 
of Canada. 

APPENDIX I 


INSURANCE COMPANIES WHICH Issue Group ANNUITY CONTRACTS 


Aetna Life Fidelity Mutual Life 
American Life, Delaware General American Life 
American United Life treat American Reserve 
Bankers Life, Iowa Great-West Life, Canada 
Canada Life John Hancock Mutual Life 
Confederation Life Life and Casualty 
Connecticut General Life Life Insurance Co. of Virginia 
Continental Assurance Lincoln National Life 
Crown Life Manufacturers Life 
Dominion Life Massachusetts Mutual Life 
Equitable Life, New York Metropolitan Life 





*In case of a stock company step III is also involved. 
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INSURANCE COMPANIES WHICH IssuE Grour ANNUITY ConTRACTS—Continued 


Minnesota Mutual Life 
Monumental Life, Maryland 
Mutual Benefit Life 

Mutual Life, Canada 
Mutual Life, New York 
Nationwide Life 

New England Mutual Life 
New York Life 

North American Life, Canada 
Northwestern National Life 
Occidental Life, California 
Pacific Mutual Life 

Pacific National Life 

Paul Revere Life 

Piedmont Life 


Protective Life of Alabama 
Provident Life and Accident 
Provident Mutual Life 
Prudential Insurance Co, 
Republic National Life 
Security Benefit Life 
Southwestern Life 
Standard Life of Indiana 
State Mutual Life 

Sun Life, Canada 
Travelers Insurance Co. 
Union Central Life 

Union Mutual Life 

United States Life 


INSURANCE COMPANIES WHICH ISSUE INDIVIDUAL PENSION TRUST POLICIES 


Acacia Mutual Life 

Aetna Life 

American Life, Delaware 
American National 
American United Life 
Bankers Life, lowa 
Bankers Life, Nebraska 
Bankers National Life 
Berkshire Life 

Business Men’s Assurance 
California-Western States Life 
Canada Life 

Capitol Life, Colorado 
Central Life, Iowa 

Central Standard Life 
Colonial Life 

Columbian National Life 
Columbus Mutual Life 
Commonwealth Life, Kentucky 
Companion Life 
Connecticut General Life 
Connecticut Mutual Life 
Continental American 
Continental Assurance 
Crown Life 

Dominion Life, Canada 
Eastern Life 

Equitable Life, New York 
Equitable Life, Iowa 
Farmers & Traders Life 
Fidelity Mutual Life 
Franklin Life 

General American Life 
Great American Reserve 
Great Southern Life 
Great-West Life, Canada 
Guarantee Mutual Life 
Guardian Life, New York 
Gulf Life, Florida 

Home Life, New York 
Indianapolis Life 
Jefferson Standard Life 
John Hancock Mutual Life 
Life Insurance Co. of Georgia 
Life of North America 
Life Insurance Co. of Virginia 
Lincoln National Life 


The Maccabees 

Manhattan Life 
Manufacturers Life 
Massachusetts Mutual Life 
Metropolitan Life 

Midland Mutual Life 
Midland National Life 
Minnesota Mutual Life 
Monumental Life 

Mutual Benefit Life 

Mutual Life, New York 
National Life, Vermont 
Nationwide Life 

New England Mutual Life 
New York Life 

North American Life, Canada 
North American Life, Illinois 
North American Life & Casualty 
Northeastern Life, New York 
Northern Life, Washington 
Northwestern Mutual Life 
Northwestern National Life 
Occidental Life, California 
Ohio National Life 

Ohio State Life 

Pacific Mutual Life 
Pan-American Life 

Paul Revere Life 

Penn Mutual Life 
Philadelphia Life 

Phoenix Mutual Life 
Piedmont Life 

Pilot Life, North Carolina 
Postal Life, New York 
Protective Life of Alabama 
Provident Life & Accident 
Provident Mutual Life 
Prudential 

Republic National Life 
Reserve Life 
Security-Connecticut Life 
Security Benefit Life 
Security Mutual Life, New York 
Southwestern Life 

Standard Life, Indiana 

State Mutual Life 

Sun Life, Canada 
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[ysURANCE COMPANIES WHICH IssUE INDIVIDUAL PENSION Trust PoLictes—Con. 


gun Life of America, Maryland United States Life 
fravelers Insurance Volunteer State Life 
Union Central Life Washington National 
tnion Labor Life West Coast Life 

Union Mutual Life Western Life 


United Benefit Life 





San AntTONIO, Tex., February 25, 1959. 


Senator Harry F’. Byrp, 
U.S. Senate, Washington, D.C.: 

More than 85 percent of U.S. families have life insurance coverage. Most 
life insurance companies are mutuals or are owned by policyholders. Even 
a casual examination of the life insurance company tax bill pending before 
Senate Finance Committee shows it will increase taxes on life companies and 
on policyholders thereof by about 85 percent, and that mutual companies will 
be paying in such taxes about $7.50 out of every $100 of premiums received. 
This will affect annuities of elderly people already payable in a deflated dollar. 
Life insurance values represent life savings of millions of Americans but under 
this bill such savings will be taxed at least three times as heavily as other forms 
of savings in mutual savings banks, saving and loan associations, etc. This 
tax bill will drastically impair effectiveness of life insurance as a force for 
economic stability and will deplete the amounts available for investment by 
life insurance companies in American industry business and home loans. It is 
hoped you will use every effort to oppose the passage of this proposed bill. 

A. H. CADWALLADER, Jr. 





VARIABLE ANNUITY LIFE INSURANCE Co. oF AMERICA, 
Washington, D.C., February 26, 1959. 
Senator Harry F. Byrp, 
Chairman, Finance Committee, 
US. Senate, Washington, D.C. 


Deak SENATOR Byrp: H.R. 4245, relating to the taxation of the income of life 
insurance companies, which is before your committee, contains certain provi- 
sions which, by an apparent oversight, impose an unfair tax burden on companies 
such as Ours, which issue variable annuity policies. The effect of these provi- 
sions is to impose upon our company a tax on certain portions of policyholders’ 
reserves, a result which was not intended by the draftsmen of the legislation. 

Variable annuity policies provide that policyholders’ reserves are created by 
net premiums accumulated at a rate which reflects the actual investment experi- 
ence of the company. The rate is determined on the basis of investment income 
plus capital gains and losses, realized or unrealized, less an amount representing 
an expense factor. These reserves are based not upon a predetermined or 
assumed rate of interest, but upon the actual investment experience of the 
company. 

H.R. 4245 in the whole imposes no unfair burden upon our company, but under 
the bill, the company would be liable for a capital gains tax on all of its capital 
gains, even though a portion of all capital gains is allocated to policyholders’ 
reserves. Thus, it would be a tax on a liability created by terms of the policy 
contract, an effect not intended. 

The matter has been discussed with the technicians of the Treasury, Internal 
Revenue Service, and of the Senate. They are aware that this effect is an over- 
sight and should be corrected if the Senate Finance Committee so directs. 

It is respectfully requested, therefore, that H.R. 4245 be amended so as to 
remove this deficiency. 

Without suggesting specific language, but for the purpose of defining the specific 
problem, the following language should be considered : 

“That portion of capital gains credited by contract to the reserves of a policy 
Will be deemed to be additions to life insurance reserves and will be part of 
investment income.” 

Your earnest consideration of this request will be greatly appreciated. I 
request that this letter be made a part of the official record of the hearings on 
this bill, and am taking the liberty of sending a copy of this letter to Mrs. 
Elizabeth B. Springer, clerk of the committee, for that purpose. 

Very truly yours, 
Rosert A. Cricu Ton. 











114 TAX FORMULA FOR LIFE INSURANCE COMPANIES 


Lire INSURANCE Co. oF NortH AMmeEnrtoa, 
Philadelphia, Pa., February 24, 1959, 

Hon. Harry FLoop Byrp, 

Senate Office Building, Washington, D.C. 


Dear Senator Brrp: H.R, 4245, an outrageous and punitive bill which wig 
increase the taxes paid by life insurance companies by more than 90 percent ang 
do irreparable harm to a vital industry and millions of policyholders has already 
passed the House. It will pass the Senate, too, unless stern and forceful action 
is taken immediately prior to hearings before the Senate Finance Committe, 
which begin on March 8. 

Estimated tax revenue from life insurance companies for 1958 to the Federal 
Government would be about 545 millions under H.R. 4245; about 500 millions 
under the 1942 law; and about 319 millions under the Mills-Curtis stopga 
formula. All this revenue would be in addition to the 300 millions life insurance 
companies pay in State premium taxes. 

The 545 million figure, a 90-percent increase, was arrived at in a manner in the 
words of Representative Curtis as “devoid of proper morals and ethics” 
Because the 1942 formula, which everyone agrees is unsound happens to take 509 
millions from the industry in 1958, the Treasury, the sponsor of H.R. 4245, told 
the House to get 500 millions out of the industry without any attempt to evaluate 
the effects of this tax upon the industry. 

We believe H.R. 4245 will raise the cost of life insurance to tens of millions of 
policyholders; discourage its purchase; grossly favor mutual funds, savings 
banks, and other forms of investment ; and will seriously impair the effectiveness 
of life insurance companies as a vehicle for capital formation. 

We respectfully request that the Mills-Curtis formula be continued for another 
year, perhaps amended to include a provision which can be taken from the 
present bill to tax creditors life insurance and other forms of short-term life 
insurance. This would produce 385 millions in revenue, or an increase of @% 
millions. F 

It is positively immoral and completely contrary to every principle for which 
this Nation and its people have always stood to pass H.R. 4245. Life insurance 
is a vital bulwark in inducing people to provide for the security of their families 
and for their own retirement. H.R. 4245 discourages this form of thrift. 

That in itself is bad enough but, in addition, the Federal Government is already 
providing stiff competition for life insurance through tax-exempt social security 
benefits, which seem fated for continual broadening in the future as they have 
been greatly broadened in the past. 

The so-called free interest, already taxed, exists for a sound business reason. 
The reason is simple: it would be unwise and unsound for life insurance com- 
panies to set their reserves on other than a conservation basis. Reserves must 
be maintained over a great number of years during which interest rates are 
known to fluctuate widely. 

In the name of everything that is fair and decent, and because it is just good 
hardheaded American commonsense, please defeat this monstrous proposal and 
help to preserve life insurance as a healthy and important factor in the growth 
of our Nation. Encourage life insurance companies to buy Government bonds 
if you must—tax them fairly because the cost of Government must be borne by 
all—but don’t make life insurance bear an unfair competitive disadvantage 
through confiscatory taxation. Inflation, which attacks the very heart of fixed 
dollar investments, has already made life insurance less attractive and will make 
it even more so in the future. 

Respectively submitted. 

EpMUND L. ZALINGKL 


FEeprvuary 19, 1959. 


MEMORANDUM From T. A. BrapsHAW, PRESIDENT, PROVIDENT MUTUAL Lire INSUR 
ANCE Co. oF PHILADELPHIA 


To Our Directors, Officers, and Field Representatives: 
FEDERAL INCOME TAXATAON OF LIFE INSURANCE COMPANIES 


A new proposal for Federal income taxation of life insurance companies (HR. 
4245) was passed by the House of Representatives on February 18, and will 
shortly be brought to the Senate Finance Committee for consideration. 
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Briefly, H.R. 4245 provides for a determination of the company’s net taxable 
tment income (phase I) and its net gain from insurance operations after 
holders’ dividends (phase II), and for combining phase I and 50 percent of 
excess of phase II over phase I to arrive at the tax base. However, where 

the payment of policyholders’ dividends causes phase II to be less than phase I, 
the net taxable investment income constitutes the tax base. Thus the tax on 
putual companies will in most instances be based entirely on phase I. 

There are additional provisions for a tax on profits when distributed to stock- 

polders, and for a tax on capital gains. 

We believe it advisable to give you this statement about the tax situation and 

the company’s position with respect to it. 


1. The dill will severely increase the tax burden on policyholders 


HR. 4245 is designed to replace a law enacted in 1942, which was never repealed 
but which has been suspended in its operation since 1950 by a series of stopgap 
laws, the last of which was enacted in the spring of 1958 to apply to 1957 opera- 
tins. If not now repealed or suspended, the 1942 law will automatically apply 
tooperations for 1958 and subsequent years. 

While the 1942 law itself would impose a severely increased tax over that im- 
posed by the stopgap laws, the new proposal (H.R. 4245) would impose increases 
gimost as severe, as shown by the following tabulation (figures for Provident 


Mutual) : 











| 
Actual tax | Tax under 
Tax year under stopgap | Tax if1042law | H.R. 4245 as 
law applied introduced in 
House 
aaah creel aeeiladeinaek enamel $1, 994, 000 $2,358,000 |........-.------ 
Se eee raeenentiaens 2, 082, 000 PUN ON en oo ens 
EL PCL TtL JL LLL odes debwdsabbeddbbcallacee 2, 183, 000 S150, 600 Ho Gisis2ic3 cl. 
SE Riseneiipceedééums o dunce codes semecnceseosensemiboore 2, 279,000 | 3, 736,000 | 1 $3, 529, 000 
| 
1 Estimated. 


We are told that in many mutual companies the tax under H.R. 4245, as now 
drafted, would result in increases ranging between 60 and 105 percent over the 
tax based on the 1957 law. 


2 The 1942 law should be repealed 

This law has long been regarded as unstable, discriminatory, and unsound. 
As recently as the spring of 1958 it was condemned by the House Ways and 
Means Committee, when it said: “It would be unreasonable to return to a funda- 
mentally unsound tax formula simply because under the changed conditions of 
1957 it would produce a larger amount of revenue.” 

It is highly important, therefore, that the 1942 law be repealed. But it is 
equally important that the new bill, H.R. 4245, be modified, because, as orig- 
inally introduced, it, too, will produce an unduly severe increase in taxes, result- 
ingin an unfairly high burden on life insurance policyholders. 


5. Magnitude of taw under H.R. 4245 


When H.R. 4245 was being formulated, we were told that the law should be 
$0 designed as to produce some $500 million of revenue from the life insurance 
industry on 1958 operations. Apparently the rationale was that the long-dis- 
credited 1942 law would have produced about $500 million if allowed to operate, 
and thus it should be the criterion for establishing the fair amount of tax. 

As actually introduced in the House, it is now estimated that H.R. 4245 will 
produce more than $545 million of revenue for 1958 operations. 

In order to accomplish this result, various provisions were included in the 
bill which we sincerely believe will produce inequities, no matter what the aggre- 
gate tax take from the industry may be. 

Moreover, it is a demonstrable fact that even under the stopgap laws in effect 
in recent years the total tax burden on life insurance savings has been heavier 
than that imposed on any other form of thrift. We recognize that under present 
dreumstances Congress may feel obliged to insist on some appreciable increase 
in tax over the levels produced under the recent stopgap laws. But the $500 
million criterion is unduly high. 
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While it is of paramount importance that the 1942 law be repealed and HR 
4245 seems to be the only present means to accomplish this, H.R. 4245 Needs 
modification in order to produce equitable results. 


4. Effect of State premium tuves 


State premium taxes are actually taxes on capital deposits, a form of tax 
unknown to any other form of thrift. (In the Provident Mutual the State 
premium taxes for 1958 amount to $775,000; for the entire industry they an 
more than $270 million. ) 

A very large portion of these premium taxes presumably would be unconstity. 
tional were it not for the fact that Congress, through the McCarran Aet, spe. 
cifically reserved to the States the power to impose them. In so doing Congress 
impliedly gave priority to the States in taxing the insurance business. 

In the interests of fairness to life insurance policyholders, H.R. 4245 shou 
recognize the burden of these State taxes by allowing a reduction in the Federg) 
tax equivalent to all or part of the State premium taxes. 


5. Individual annuities and settlement options 


The income from individual annuities and settlement options is taxed directly 
to the recipients. Therefore, the income from reserves held for these PUFPposes 
should be eliminated from the corporate tax base so as to eliminate double taxa- 
tion. If deemed necessary, this deduction could be graded over a 3-year period 
in a manner similar to that provided in H.R. 4245 for reserves held on account 
of qualified pension plans. 


6. Adjusted life insurance reserves 


The method of determining adjusted life insurance reserves employed in see. 
tion 805(b) (2) of H.R. 4245 produces a descriminatory result against conserya- 
tively managed companies by introducing into the calculation the company’s 
average rate of interest assumed in its premium calculations instead of basing 
the calculation solely on its actual earned interest rate. In a mutual company 
the interest rate assumed should have no bearing on its tax liability. If you 
take two mutual companies, identical in all respects except that one assumes a 
lower interest requirement than the other, it simply means that the one with the 
lower assumpion will have a higher gross premium rate than the other, but will 
return a higher dividend, the dividend being a return of the unneeded premium 
If a higher tax is assessed because of the lower assumption (as is the case in 
this bill), then a competitive disadvantage is created. 

Section 805(b)(2) should be changed so as to base this calculation on the 
individual company’s actual earned interest rate—or alternatively, on the aver- 
age of its actual earned rate over, say, the preceding 3 or 5 years. 


7. Discrimination against participating insurance—Effect of “Dividends” 

As applied to companies issuing participating policies, H.R. 4245 provides ib 
effect, that if the net investment income taxable under so-called phase I is larger 
than the net gain from operations (i.e., net gain from insurance operations after 
dividends to policy holders) under so-called phase II, then the tax will be based 
entirely on phase I. This means that many mutual companies—and also many 
stock companies issuing participating policies—would be deprived of credit for 
a large portion of their policyholders’ dividends, which actually are a retum 
of premium overcharges and are not corporate earnings. The result is thata 
substantial portion of the dividends is in effect added to the tax base. Obviously 
this adds to the net cost of participating insurance. 

The return of premium overcharges (dividends) is what keeps participating 
policies in both stock and mutual companies in a competitive net-cost position 
with nonparticipating policies, because the gross premium for nonparticipating 
life insurance is lower. If, as is now provided in H.R. 4245, a substantial part 
of the ability to return premium overcharges is taxed away, then participating 
policies suffer a competitive disadvantage. 

To correct this inequity, the law should allow as a deduction from the tax 
base in phase I some portion—say 50 percent—of the amount whereby the net 
investment income in phase I exceeds the net gain from operations in phase IL 

If such an allowance is not made, then consider the dilemma of a mutual com 
pany in considering, for instance, whether or not it should make a charitable 
contribution. Any such contribution by a typical mutual company would be made 
in 100 percent dollars with no tax credit whatsoever. In contrast, such a col 
tribution by a stock company issuing only nonparticipating policies would consti- 
tute a deduction in phase II and the net cost of the contribution, after tax deduce 
tion, would be reduced by about 26 percent. 
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§, Other features 
There are other features of H.R. 4245 which seem to indicate the need for 
ul consideration and possible modification. They are of such technical na- 
gre that they cannot feasibly be discussed in this memorandum. Among other 
things, (@) the bill seems to remove partially the tax exemption normally 
ted to income from tax-exempt securities; (b) the imposition of a flat tax 
of 25 percent on long-term capital gain differs from the treatment accorded other 
of taxpayers, and may deserve some modification; and (c) the deduction 
@ 2 percent of group insurance premiums and 10 percent of the increase in 
meerves for nonparticipating contracts, granted in phase II of the bill, would 
gem to create a competitive disadvantage for companies whose tax in effect 
will be based entirely on net investment income under phase I. 


§, Economic effects 

Finally, the severe tax increase contemplated by H.R. 4225 raises serious 
questions as to whether a tax burden of this magnitude may not tend to dis- 
eurage savings through the purchase of life insurance, to the detriment of the 
Nation’s economy. Life insurance is too important from a social and economic 
standpoint to be taxed in any but the soundest and fairest way. 

This concern is well expressed in “Supplemental Views on H.R. 4245’ filed 
with the Ways and Means Committee report by 10 of its members. We attach 
acopy of this supplemental report and commend it to you for your consideration. 


Vil. SUPPLEMENTAL VIEWS ON H.R. 4245 


The undersigned members of the Committee on Ways and Means have joined 
in expressing these supplemental views because of one principal concern that 
we share with respect to your committee's bill. 

We are concerned that insufficient consideration has been given to the eco- 
nomic impact of the revenue implications of the bill H.R. 4245. We do not 
make the point that too little, just enough, or too much revenue is extracted 
from the insurance industry and its policyholders; we do make the point that 
the economic aspects of this issue must be further studied and evaluated before 
the Congress can have contidence that the tax burden imposed under your 
committee’s bill is appropriate in magnitude and equitable in distribution. 

The bill produces aggregate revenue for taxable year 1958 of $545 million. 
This is $45 million more than the 1942 formula would produce if applied to 
WS income. The first step in the bill, which deals with the taxation of invest- 
ment income (earnings on policyholder savings), results in a tax increase of 
approximately $5 million more than the 1942 act which like step 1 of the bill 
applies only to investment income. Both the Treasury Department and the 
Uongress have recognized that the 1942 act was based on an artificial formula 
Which produced little or no revenue in 1947 through 1949 and now 11 years later 
would impose an inequitable tax burden on policyholder savings. 

With respect to the 1942 formula the Senate Committee on Finance made the 
following statement in its committee Report No. 1571 of the 84th Congress at 
the time of favorably reporting the legislation (H.R. 7201) embodying the 
Mills-Curtis stopgap to the Senate: “Your committee did not feel able to give 
adequate consideration to the problems involved in the short time before ad- 
journment. This left life insurance companies apparently subject to tax on 
1955 income under the terms of the 1942 formula, which would involve a higher 
tax than was imposed under the House bill. Since your committee did not 
intend that this formula should come into operation * * *.’ However, it is 
clear that the new formula imposes a still greater total burden on policyholder 
savings than would result from the 1942 formula. 

Compared with the Mills-Curtis stopgap law the bill increases the aggregate 
lax on life insurance companies for 1958 by approximately $226 million. Thus, 
the tax for 1958 will be more than 70 percent higher than that paid in 1957. 
Of this increase, $186 million is levied on the earnings on policyholder savings 
and $40 million will be derived from so-called underwriting gains. With re- 
spect to the Mills-Curtis formula it is significant to note that the revenue 
experience under that method of taxing insurance companies resulted in in- 
creasing tax collections each year it was in effect reflecting the growth experi- 
enced by the industry. 
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Testimony before the Ways and Means Committee disclosed that over half 
of the life insurance in force today does not involve savings features, | 
and taxation have influenced this result. The trend toward pure protection 
away from savings features is of great economic concern. Healthy expansion of 
our economy depends in a large measure on the rate of capital accum 
made available through private savings institutions such as life insurance com. 
panies. Taxes on investment income tend to reduce the interest credited tp 
policyholder savings and such a tax burden further discourages saving through 
the purchase of life insurance. 

In considering the revenue aspects of the bill it should also be recognized that 
life insurance companies are already heavily taxed by the States, possibly more 
heavily taxed than any other industry. These State taxes are unique and haye 
no counterpart in the case of other thrift institutions. In enacting the McCarran 
Act Congress recognized the traditional and exclusive regulatory role of the 
States and impliedly evidenced a congressional intent tc give priority to the 
States in taxing the insurance business. The State taxes on life insurance pre- 
miums will exceed $300 million for tax year 1958. When these State taxes are 
added to the revenue anticipated under the bill the aggregate exaction will ex. 
ceed $845 million. Five years ago the combined Federal and State taxes were 
less than 50 percent of this figure. This trend in life insurance taxes is likely 
to increase the cost of insurance and to reduce the return on insurance savings 
to the point where the savings features of life insurance will be less attractive to 
the public. 

Individual economic security is now being provided the public by life insur. 
ance companies, other thrift institutions, and through the social security system, 
It is sound public policy to encourage everyone to provide for his own security 
on a voluntary basis and our tax laws should encourage, not deter, such efforts, 
This bill, however, makes voluntary provision for one’s own economic security 
relatively less attractive since it increases the tax on life insurance while invest- 
ment earnings under the social security system are free from either Federal or 
State tax. This increases the advantage of the social security system over yol- 
untary individual protection offered by life insurance companies, particularly 
if the latter must absorb taxes of the magnitude provided in the bill. Public 
awareness of this differential in cost will most certainly lead to increased de 
mand for larger social security benefits and less incentive to build security ona 
voluntary basis. 

The economic considerations set forth in these supplemental views must be 
evaluated objectively and thoroughly if we are to avoid possible impairment of 
the national economy and of the Federal tax base. 

Daniel A. Reed, Richard M. Simpson, Noah M. Mason, John W. 
Byrnes, Howard H. Baker, Thomas B. Curtis, Victor A. Knor, 
James B. Utt, Jackson E. Betts, Bruce Alger. 


THE PENN MUTUAL Lire INSURANCE C©O., 
Philadelphia, Pa., February 19, 1959. 
Re H.R. 4245, Life Insurance Income Tax Act of 1959. 
Hon. JoserH S. CLARK, 
Senate Office Building, 
Washington, D.C. 


Dear SENATOR CLARK: Our company is, of course, very much concerned with 
this bill, which is intended as the permanent substitute for the stopgap legisla- 
tion which has been enacted from year to year for the tax on life insurance 
companies, pending review of the suspended 1942 formula. 

It is our conclusion that there should be new legislation this year so that the 
1942 formula will not be revived, but that this bill, as passed in the House, needs 
amendment. The bill introduces a new concept in its revaluation of a company’s 
reserves in determining taxable investment income. We believe that this, for 
example, should be modified so as to be based on a company’s earned interest 
rate and not upon rates which have been assumed in determining a company’s 
premium rates, since assumed rates of interest are not a proper measure of 4 
company’s taxable income. 

Provision also should be made for extending to income derived from reserves 
on individual annuities and annuity options which have been elected under 
insurance policies the same treatment as has been made in H.R. 4245 with respect 
to qualified pension plans. 


— 
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{think you may be interested in the attached memorandum, which outlines 
jpa little more detail these and other points in an effort to explain our feeling 
gat this bill needs amendment. 

We understand that the intent was to write a bill which would provide the 

million which would have resulted under the 1942 formula, and that this 
ii overshoots this mark considerably. We feel, of course, that it should not be 
permitted to exceed the original target, but we feel also that such a target is an 
jmproper measure of any new tax, since that formula was discredited many 
ago as a proper basis for taxing life insurance companies. We feel, there- 
fore, that the points mentioned in the memo should be considered without 
ce by comparison with a predetermined revenue goal. 
Sincerely yours, 
WILLIS H. SATTERTHWAITE, 
Vice President and Counsel. 


§ATEMENT ON BEHALF OF THE PENN MutTuAL Lire INSURANCE Co. ON H.R. 4245, 
THE Lire INSURANCE INCOME Tax AcT oF 1959 


H.R. 4245, which is about to be considered by the Senate Finance Committee 
after passage in the House, would provide a new basis for determining the 
Federal income tax to be paid by life insurance companies. The purpose of 
this statement is to make available to members of the Penn Mutual organization 
information on the effect this bill would have and the company’s position with 
respect to it—particularly for the benefit of those who have expressed an 
interest in participating in the consideration of this vital subject through 
gntact and discussion with their legislative representatives. 


THE BILL PROVIDES FOR A GREATLY INCREASED TAX BURDEN 


The bill is estimated to inrcease the amount of tax imposed on the industry 
aproximately from $300 million (on the basis applicable to 1957 income) to 
$550 million. Appreciation of the magnitude of this increase is confused by 
the fact that failure to enact a new bill does not mean that a tax at the $300 
million rate will continue, but rather the revival of a formula adopted in 1942, 
abandoned in 1950 as unsatisfactory, and held in suspension ever since pending 
development of a satisfactory formula, ready to become operative automatically 
ifa new law is not adopted. 


THE BILL WAS DESIGNED TO MEET A PREDETERMINED REVENUE GOAL 


H.R. 4245 is designed to replace the 1942 formula, and to provide a perma- 
nent basis for taxing life insurance companies. The bill is probably unique 
in being designed primarily to assure tax revenue in a predetermined amount— 
namely, the amount which, under the discredited 1942 formula, could be ex- 
pected to result if no bill at all were enacted. The establishment of this goal 
has had the unforunate result that emphasis has had to be placed on the tax 
take to the exclusion of consideration of the tax burden which millions of 
policyholedrs might properly be called upon to pay. 


THERE SHOULD BE A NEW LAW 


It is essential that the practice of repeated stopgap suspensions of the 1942 
formula be terminated, and that a new basis of taxation be adopted which 
can be expected to have some degree of permanency. It is recognized, further- 
more, that despite the validity of reasons why policyholders of life insurance 
companies should not be called upon for an increased tax burden, Congress, 
wider the circumstances of the current situation, may determine that the 
company, already a substantial taxpayer, will have to accept a greatly increased 
tax. We believe that the bill properly recognizes that, while the interests 
of policyholders of both stock and mutual life insurance companies require 
similar treatment of both types of companies in most respects, additional pro- 
vision needs to be made with respect to the proprietary interest of stockohlders. 


CONSIDERATIONS WHICH SHOULD BE TAKEN INTO ACCOUNT BY CONGRESS IN 
DETERMINING THE FINAL FORM OF THE NEW TAX 


1. The 1942 formula should not apply by default.—The 1942 formula is not a 
proper basis for a tax on life insruance companies. It should not be permitted 
to come into operation for 1958 or any other year by default in adoption of a 
satisfactory new act before March 15, 1959. 
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2. The 1942 formula is not a proper measure for the 1959 act.—The 1942 
formula is not a fair and proper formula for the tax, and this has been . 
nized by the Treasury Department. The amount of revenue which could be 
expected under that formula should not be set as an arbitrary target which 
any new law must achieve, to the detriment of other factors which should be 
considered in determining what is a proper tax for life insurance companies, 

3. Life insurance companies pay heavy taves to the States.—Life insurance 
companies are already substantial income taxpayers and, in addition, are y 
substantial taxpayers to the States through premium taxes to a greater degree 
than other types of corporations. 

4. The tax should be considered in the light of its impact on individual policy. 
holders.—The increases of the tax on mutual life insurance companies mug 
inevitably fall on individual policyholders, increasing the cost of their insurance 
and thereby decreasing their ability to save through the medium of life ingyr. 
ance. 

While it is impracticable to tax the members of a mutual life insurance cop. 
pany directly for all income accruing to the common enterprise which they haye 
set up to provide their insurance needs, the aggregate individual tax burden 
which would be imposed upon them if this could be done should be taken into 
account in determining the tax which is to be imposed on their corporation, 

5. The deduction for qualified pension plans should be extended to all annyi- 
ties and settlement options.—H.R. 4245 does take into account the fact that q 
deduction should be permitted with respect to investment income earned on re 
serves for qualified pension plans which are exempt from tax, and also for 
interest paid on policy contracts which will be taxable income to the payees, 
A similar provision should be made with respect to annuities generally and to 
proceeds of insurance held under annuity options, since the beneficiaries of 
such contracts or proceeds are currently subject to tax directly with respect to 
the interest element in payments to them. 

6. A mutual company’s taxrable income comes from its investments.—In the 
case of mutual companies, the only true source of taxable income is income from 
investments. Approaches may be devised for determining taxable income of a 
life insurance company on a so-called total income basis, provided necessary safe 
guards are taken to adapt them for the protection of policyholders. A mutual 
company, because of the nature of its operation, develops no income in the 
form of gain from operations in addition to its investment income. The 
dividends which it distributes to its policyholders represent not a gain from 
the company’s operations, but a refund of a portion of the premium paid 
which has been found to be in excess of requirements. It is because of this 
refund that mutual companies are able to compete with companies which charge 
a lower initial premium but on a nonparticipating basis. The policyholder 
dividend is a means of equalizing the cost in comparison with a nonpar rate. 

7. Change should be made in the formula for taxable investment income— 
H.R. 4245 provides for a determination of the tax in two steps, first on the basis 
of investment income and second on the basis of gains from operations. This 
is done in such a way that the chief impact upon mutual companies is under 
step 1. This appears proper since step 1 relates to investment income. However, 
to the extent that the second step, in addition to the tax on investment income, 
imposes any tax on a mutual life insurance company’s gain from operation, it 
goes beyond what we consider to be the proper basis of tax as stated above. 

In devising the first step, provision has been made for a revaluation of reserves 
for tax purposes. To the extent that this makes it possible to consider a com- 
pany’s reserve interest requirements on its own record and not by the use of 
industry averages, we believe this is an improvement over prior formulas. 

In the effort to reach the fixed revenue goal, use has been made of industry 
average and of assumed rates in determining the interest rate to be used in 
determining the portion of investment income which should be taxable. There 
sult of this has been to provide a formula which will in fact greatly exceed the 
revenue goal of the draftsmen. 

We believe the provision for revaluation of reserves should be based on the 
individual company’s earned rate for the preceding year. If it is concluded that 
some averaging of rates be used, it should be an average of the individual 
company’s earned rates. 

WiLuts H. SATTERTHWAITE, 
Vice President and Counsel. 
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garemenT OF AUSTIN J. ToBIN, CHAIRMAN OF THE CONFERENCE ON State Der- 

genset AND EXecuTIve Director or THE Port Or New YorK AUTHORITY, ON THE 
Aspects or H.R. 4245 Re.atine To THE TAX TREATMENT OF THE INCOME OF 
lave INSURANCE COMPANIES From State AND MuNicrpaAL Bonp INTEREST 


This statement is restricted solely to the tax treatment in the proposed Life 
nce Company Income Tax Act of 1959 of life insurance company income 
from the interest on State and municipal bonds. 

This statement is submitted for the Port of New York Authority, an issuer 
g{such bonds, and for the Conference on State Defense, an organization of State 
gd municipal officers and their associations, dedicated to the preservation of the 
gnstitutional immunity of State and municipal bond interest from Federal in- 
cme taxation. 

At the outset I must state that in our opinion the bill is unobjectionable from 
the constitutional viewpoint in its treatment of the interest on State and munici- 
gl bonds. We are gratified that Chairman Mills and the Ways and Means 
Committee have so carefully respected the requirements of the Constitution by 
gvoiding any taxation of life insurance company income from this class of obliga- 
tion. We appreciate the complexities of devising formulas which would accom- 

the objective of taxing life insurance companies to the extent desired and 
at the same time scrupulously avoid any conflict with the constitutional require- 
ments that Congress refrain from income taxation of State and municipal bond 
interest. 

We do submit, however, for your consideration, a possible enlargement in the 
pill of the exemption for life insurance income from State and municipal bonds. 
This enlargement, from what the bill now provides, while admittedly going 
yond whit the Constitution requires, would go far to meeting a serious prob- 
jem confronted by the States and municipalities at this time in accomplishing 
acritically necessary broadening of the market for their securities. 

The mechanism which would accomplish this purpose, if it commends itself 
tothe Congress, is quite simple. The pattern of H.R. 4245 pertinent to municipal 
bond interest is this: From the gross investment income which includes State 
and municipal bond interest (sec. 804(b)(1)(A), deduction is permitted for 
the interest on State and municipal bonds (sec. 804(c)(5)) in arriving at net 
investment income. From this net there is then deducted under section 804(a) 
a “policy and other contract liability deduction” which is computed under sec- 
tion 805. This deduction includes deductions for investment yield on certain 
reserves. For our purposes, it is important to note that section 805(b) (5) per- 
nits the investment yield deduction to include the amount of the net investment 
income on adjusted reserves which is derived in the form of interest from 
municipal bonds, even though the full amount of such interest on total invest- 
ments would already have been allowed under section 804(¢)(5). In other 
words, the interplay of the full deduction of State and municipal bond interest 
from gross investment income under section 804(c)(5) and the deduction of 
investment yield as computed under section 805(b) (5) would result in duplicat- 
ing deductions for State and municipal bond interest to the extent that the 
investment yield included State and municipal bond interest. The bill in its 
present form would then avoid the duplication in section 805(e) which requires 
the insurance company to add back to the taxable investment income otherwise 
computed a proportion of the municipal bond interest deducted under section 
§4(c)(5) which represents the duplicated deduction which forms a part of the 
deductions for investment yield under prior subdivisions. 

In our view, it is perfectly constitutional to add back this duplicated portion 
toavoid duplicate deductions. 

However, we submit that there is merit in not doing so, not because of any 
benefits life insurance companies might incidentally derive but because of sub- 
stantial benefits which would accrue to State and municipal issuers of public 
securities in accomplishing a necessary broadening of a market for their bonds. 

Most life insurance companies have not up fill now invested in municipal 
bonds to the extent that a balanced portfolio program would lead us to expect, 
and for a very simple reason. The interest rates paid on these bonds are lower 
than they would otherwise be on the basis of their investment quality because 
of the fact of tax immunity. In effect, the investor in municipal bonds pays 
for his exemption by accepting a lower rate, and the States and municipalities 
ire the beneficiaries and can previde more public services to the extent of their 
interest savings. However, the interest differential is based upon the value of 
the exemption to the average investor who pays tax on all of his net income. 
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Life insurance companies, on the other hand, by reason of the necessary 
ductions for earnings on reserves pay income taxes on only a relatively minor 
portion of their net investment income. The value of the exemption of municipa) 
bond interest to a life insurance company which would pay tax on only 30 
percent of its net investment income is much less than to a bank paying op 
100 percent of the equivalent income. Therefore, the interest differentia} Which 
the market has established for State and municipal bonds under what 
would yield without tax exemption has been judged by many life insuranee 
companies as too great a price to pay for the relatively smaller benefit of the 
exemption to them. 

In order to wipe out this lessened attractiveness of State and municipal bonds 
to life insurance companies as compared with other corporations which are tax 
able in greater degree on their investment income, it would be necessary to 
eliminate the addition back of the stated proportions of municipal bond interest 
which is provided by section 805(e) and the corresponding provision in subpart 
C which appears in section 809(f)(1)(A). In section 805(e)(1) it would 
merely be necessary to delete the “(5)” which involves the reference back ty 
tax-exempt interest; and in section 809(f)(1)(A) it would merely be necessary 
to delete subdivision (i) and renumber the succeeding subdivisions. 

The need of the municipalities to find additional markets for their obligations 
is well known to the members of the committee. Highway needs, schoo] re 
habilitation and expansion, airport construction, the numerous public needs 
arising out of expanding suburban areas, hospitals, water supply, and all the 
other public purposes to which State and municipal activities are directed, haye 
created and will continue to create an inexorable pressure on the need for bor 
rowing at the local level. New bond offerings of State and local governments 
increased from $1.2 billion in 1946 to $7 billion in 1954. After a drop to $5.4 bil 
lion in 1956 the curve resumed its upward course and it is estimated that in the 
1960's the total volume of such new offerings will exceed $10 billion a year. 

This process has taken place along with a steadily rising average interest 
rate being paid on this State and local debt with no prospect for decline jn 
the foreseeable future. 

One effect of these pressures on State and local finances has been to generate 
more and more requests for increased Federal aid and also a greater willing- 
ness on the part of Congress to give such aid, as witnessed by the highway- 
aid and airport-aid programs. 

We submit that if the Congress assists in expanding the market for State 
and municipal bonds in the way we have suggested, much will have been done 
to reduce the pressure for increasing Federal aid. Accordingly, whatever 
revenue loss our suggestion might cost the Federal Government, in the way of 
reducing anticipated revenue increases from the bill in question, it may well 
be that these costs will be offset in the long run by reduced need for Federal aid. 

A study of interest-rate differentials on the impact of the present bill o 
life insurance companies convinces us that most of the advantage of our sug- 
gestion would accrue to the State and local governments. However, any re 
maining advantage to the life insurance companies would not be socially ob 
jectionable. The ownership of life insurance companies is not in the main 
lodged in extremely wealthy individuals who would receive a disproportionate 
advantage from the enlarged tax exemption which we propose. In many ip 
stances, life insurance is a vehicle for savings of persons with lower incomes. 


MEMORANDUM, Marcu 2, 1959 


To: The Finance Committee, The U.S. Senate, Washington, D.C. 

From: Joseph F. Clark, executive director, Municipal Finance Officers Associa- 
tion of the United States and Canada, Chicago, Ill. 

Subject: H.R. 4245, relating to the taxation of the income of life insurance 
companies. 


I have read the statement of Austin J. Tobin, chairman of the Conference @ 
State Defense, and executive director of the Port of New York Authority, t 
the Finance Committee of the U.S. Senate on the aspects of H.R. 4245 relating 
to the tax treatment of the income of life insurance companies from State and 
municipal bond interest. 

Since the objects of the Municipal Finance Officers Association are to improve 
methods of public finance, it is deemed appropriate and reasonable to offer some 
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gbservations with reference to the Tobin statement which may be useful to the 
committee. . E : r 

(1) It is noted that the Ways and Means Committee and its chairman have 
sought to comply with the requirements of the Constitution by refraining from 
axing the income on State and municipal bonds held as investments of life 
jnsurance companies ; that it thereby avoids any conflict with the constitutional 
jpterdict that Congress refrain from enacting legislation taxing the income of 
State and municipal bond interest. This effort on the part of the Ways and 
Means Committee and its chairman is not only laudable, but comforting. 

(2) This association is nonpolitical and educational in character. It does 
got indulge in efforts to influence enactment of legislation proposed in the 
Congress, or in the legislative bodies of States, provinces and their political 
gbdivisions, including local governments. Within the framework of its ob- 

ives, including to develop principles of economy in State and local govern- 
pents, it has traditionally opposed the imposition of any taxation of interest 
m State and municipal securities since it believes the effects of such a tax 
gould undoubtedly be reflected in a rise in interest rates on such securities, 
thereby adding to burdensome costs of State and local government debt. 

(8) The heavy volume of current offerings of State and municipal long-term 
ponds (which amounted to $7.4 billion in 1958 and which probably will not 
jessen at least in the foreseeable future) which must be issued to finance the 
acquisition of the billions of dollars of essential capital improvements needed 
by States and local governments incident to the needs of expanding populations, 
implies the desirability to preserve the investment market for municipal bonds 
in every respect. 

(4) The formula set forth in H.R. 4245 devised to accomplish the objective of 
taxing life insurance companies to the extent desired is, indeed, complex. Evi- 
dently it will accomplish the objective of the Congress as the bill now is written. 

(5) The Tobin submission offers for consideration of the Congress an enlarge- 
ment of exemption of income from investments in State and municipal bonds 
for life insurance companies. It suggests that if the Federal Government has 
a loss of revenue in the way of a reduction in anticipated revenue under H.R. 
4245, it may well be that such loss will, in the long run, be reduced since it 
would serve to lessen Federal financial aids to the State and local entities. This 
viewpoint commends itself to the Congress and is pertinent for study by it 
during its consideration of the merits of the bill. 

(6) The point made in the Tobin statement (p. 3) with reference to the in- 
vestinents by life insurance companies in municipal bonds and the reason why 
abalanced portfolio program has been less than the extent hoped for, is sound. 

(7) This memorandum is prepared with the intention of being helpful and 
informative to the Congress in its deliberations of H.R. 4245. 


Trico Propucts Corp., 
Buffalo, N.Y., March 2, 1959. 
Retaxation of group life insurance and pension funds (H.R. 4245). 


Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, 
Washington, D.O. 

Deak Senator Byrp: As employers of more than 3,200 persons in Buffalo, we 
were one of the first companies in this area to establish plantwide group life 
insurance and pension plans, on an insured basis. These plans have operated 
satisfactorily to the company and our employees during all these years. We are 
now disturbed, however, by the apparently discriminatory taxes applicable to 
these plans as compared with trusteed plans. 

The difficulties, as we understand them, have arisen more from technical 
problems in drafting the proposed law than from any real intent to discriminate. 
After all the work that has been done on this bill, as passed by the House and 
how before your committee, it seems a shame not to get it right. We respectfully 
urge that sufficient time be allowed to go into this matter very carefully. More 
particularly, we believe that in all fairness the bill as passed by the House 
should be changed, (1) so as to exclude from the tax base all investment income, 
including capital gains and losses, attributable to the operation of pension plans, 
and (2) so as to make the deduction for contingency additions, in relation to 
_ insurance operation, applicable uniformly to both mutual and stock com- 

nies. 

Sincerely yours, 
RUPERT WARREN, Vice President. 
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NATIONAL ASSOCIATION or Home Bur 


Washington, D.C., March $, 
Hon. Harry F. Byrrp, ries 


Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D.C. 


Dear Senator Byrrp: Of prime concern to the homebwilding industry is an 
adequate and continuing source of mortgage-investment funds. Naturally we 
—_ nee in any Federal legislation which would have am effect upon these 

nds. 

The Senate Finance Committee is now holding hearings om H.R. 4245, the Life 
Insurance Company Income Tax Act of 1959, which has already passed the 
House of Representatives. We understand that the effects of this bill, if enacted 
into law, are not fully know and, because of its technical nature, we are not in 
@ position to predict any general economic effect it might have. However, we 
do urge the Senate Finance Committee to consider carefully any measure whi 
pa ae result in a lessening or disruption of private mortgage credit for our 
ndustry. 

Since World War II, U.S. life insurance companies have made available some 
$35 billion in home-mortgage loans, half of which have gone inte the FHA er VA 
programs. Since the life insurance industry is a prime source of home-mortgage 


credit, we ask careful deliberation of any tax measure which might cause any 
shift in these investment funds. 
Sincerely, 


Cart T. Mrrnicox, President. 


Lire INSURANCE ASSOCIATION OF AMERICA, 
New York, N.Y., March 2, 1959. 
Subject : H.R. 4245, taxation of life insurance companies. 
Hon. Harry Fioop Byrp, 
U.S. Senate, Washington, D.C. 


Deak SENATOR Bykp: I am writing in behalf of the Life Imsurance Association 
of America whose membership is composed of 118 stock and mutual companies. 
In the aggregate, these companies have in force over 80 percent of the life 
insurance in the United States. 

Our association has cooperated with the Treasury and committee staffs in an 
effort to bring about a sound and equitable tax law for life insurance companies. 
Recently our governing bodies adopted a resolution on the pending bill, a copy of 
which is attached. This resolution expresses the policy of the association to ac- 
cept the general pattern of the bill. The resolution also recommends modifica- 
tions which will be presented by company witnesses at the hearings before 
your committee. 

It has come to our attention that some companies are advocating that the 1942 
act be permitted to apply to tax year 1958 so as to provide more time for the 
consideration of the pending bill. We realize that this legislation is quite com- 
plicated and have never advocated hasty consideration. If, in the judgment of 
your committee the time intervening between the hearings and March 15th is 
insufficient to afford ample opportunity to consider this subject, a reasonable 
delay to provide time for more thorough consideration can be granted and, in 
our opinion, shuld not preclude enacting legislation for tax year 1958. Certainly 
such a delay should not justify applying the 1942 act to tax year 1958. 

Our association, together with other associations, has opposed the 1942 law 
as unsound and inequitable on every appearance before your committee since 
1950. The Treasury has taken the same position. We opposed the 1942 law 
when it produced no revenue and also when the revenue thereunder would have 
been substantially less than that produced under some of the stopgap laws et 
acted during the past 8 years. The fact that the 1942 law would produce 
roughly $500 million in revenue for tax year 1958 does not in any way overcome 
the inequities that are inherent in its basic formula. To the contrary this high 
level of taxation under this abandoned formula compounds its many discrimina- 
tions. 

Those who advocate the 1942 law for tax year 1958 seem to feel that such & 
solution would be proper because the revenue produced would roughly equal the 
revenue that would be generated by the pending bill. This reasoning, however, 
completely disregards the tax consequences insofar as individual companies are 
concerned. A return to the 1942 act would produce the following inequitable 
consequences : 
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1. It would leave uncorrected for another year the tax inequities which the 
and Means Committee sought to overcome through the pending Dill. 

9, Many companies would be required to pay an excessive tax on their in- 
gestment earnings. Other companies with large operating gains as compared 
with their taxable investment income would be undertaxed. 

8. The inequitable industry-averaging formula for the computation of the 
reserve interest deduction would be reintroduced, thus making it necessary for 
empanies to pay a tax according to industry average interest requirements 
instead of on the basis of their own requirements. 

4, New companies in business for more than 10 years, but operating with 
jases or only modest gains would pay an excessive tax. 

§. The special relief provisions for small companies contained in the stopgap 

tion enacted since 1955 and the more generous provisions for such com- 


panies in the pending bill would not be available. 


6. The tax treatment of accident and health business in the 1942 law, which 
was enacted at a time health business was in its infancy, is unrealistic and would 
result in a considerable reduction in the burden of the tax in the case of some 
companies and an excessive tax in the case of others. 

In this connection, a time problem similar to the current situation developed 
in 1950 when Congress enacted a life insurance company tax law applicable to 
tax year 1949. The legislative record was as follows: On October 10, 1949, a 
bill was introduced applicable to the taxation of life insurance companies for tax 
years 1947, 1948, and 1949. The Ways and Means Committee took no action on 
this bill, however, until January 24, 1950, when it favorably reported it. After 
passage in the House, hearings were held before the Senate Finance Committee 
on March 16 and 29, 1950. The Finance Committee reported the bill applicable to 
tax years 1949 and 1950 on April 10,1950. The Senate passed the bill on April 15, 
1950. Asa matter of procedure the tax returns were postponed under provisions 
of the Internal Revenue Code. 

After careful and adequate consideration of H.R. 4245 and any modifications 
proposed at the hearings, we hope that permanent legislation will be enacted on 
this subject applicable to tax year 1958 and thereafter. In view of all the circum- 
stances taxing the life insurance companies under the 1942 act for 1958 is obvi- 
ously unnecessary and would create many inequities. 

Sincerely yours, 
EvGEeNE M. THORE. 
Vice President and General Counsel. 


RESOLUTION ADOPTED AT THE BOARD OF DIRECTORS MEETING ON Fesruary 20, 1959 


That this association’s policy is to accept the general pattern of the new three- 
phase approach to the Federal income tax, to oppose strongly the high level of 
tax burden on the business as a whole, and to urge strongly that the burden be 
made substantially less onerous by at least changing the definition of the deduc- 
tion rate for determining the policy and other contract deduction from the mean 
rate provided in the bill to the individual company average earned rate of inter- 
est for the tax year and the 4 immediately preceding years and by providing for 
the revaluation of life insurance reserves on the basis of such average earned 
rate. 


(See also pp. 125, 524, and 624.) 


AMERICAN LIFE CONVENTION, 
Washington, D.C., March 2, 1959. 
Hon. Harry F.. Byrn, 
Chairman, Senate Finance Committee, 
US. Senate, Washington, D.C. 


Dear Mr. Byrp: For almost 10 years, life insurance companies have paid 
their Federal income taxes under a series of stopgap laws which expired at the 
end of each calendar year. This has been a matter of great concern to a 
business which must guarantee the cost of its product over a long period of 
time—as much as 50 years or even more. 

Therefore we are very desirous that a permanent law may be enacted this 
year which will be practical in its operation and equitable in its effect both 
Upon competing life insurance companies and their policyholders. Otherwise 
the archaic 1942 law will be reactivated. Our organization has gone on record 
against such law many times on the ground that it is outmoded, arbitrary, 
artificial, and inequitable. 
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Naturally we hope that a new and presumably permanent tax law may be 
passed as expeditiously as possible. However, in view of the necessarily eom. 
plicated character of any bill dealing with this highly technical subject, we 
hope also that necessary time will be taken for careful study, due deliberation 
and the reaching of mature conclusions. , 

We firmly believe that H.R. 4245, now before you for consideration, can be 
improved in important particulars and that in the aggregate it levies an 
oppresive tax on an institution of great social benefit to the Nation. 

The view of the industry on the details of this bill will be presented at the 
forthcoming hearings by well-qualified witnesses. The purpose of this com. 
munication is to make clear that our organization does not intend to pursue 
an obstructive course on the one hand nor to press for hurried or ill-considereg 
action on the other. 

Although it would be very desirable to have a new law by March 15, the 
final corporate income taxpaying date for 1958 taxes, it is even more impor- 
tant that the law enacted shall be sound legislation. We believe that if it should 
become necessary to provide a reasonable extension of the final taxpayment 
date (for which there is precedent), such means may be employed legally to 
provide sufficient time to perfect a law satisfactory to the Congress. 

Yours sincerely, 
CLARIS ADAMS, 
Executive Vice President and General Counsel, 


Nore..—_The American Life Convention is a trade association composed of 
280 legal reserve life insurance companies, the combined membership of which 
has more than 95 percent of all life insurance in force in the United States, 


(See also pp. 524, 625.) 


SNEED & VINE, 
Austin, Ter., February 28, 1959. 
Re H.R. 4245, 86th Congress, 1st session. 


Hon. Harry F. Byrn, 
U.S. Senate, Committee on Finance, 
Senate Office Building, Washington, D.C. 


Dear SENATOR Byrp: Pursuant to the directions of Mr. Russell M. Oram, of 
your committee staff, please find enclosed a statement presented upon behalf of 
the Texas Mutual Assessment Industry, composed of approximately 700 such con- 
cerns. We respectfully request that this statement be read into the record of 
the hearings on the above-captioned bill. 

The problem of these concerns under H.R. 4245 occurs in that investment in- 
come is taxed without credit given for such investment income credited to the 
policyholders under policy contracts. Error occurs by reason of the definition 
contained in section 804(a) of the bill ; the definition is phrased in language appli- 
cable to legal reserve type companies and thus omits any credit or deduction to 
those concerns operating on the mutual assessment plan. The result is an in 
equity to mutual assessment companies and their policyholders. 

This identical problem arose with H.R. 7201, 84th Congress, and was corrected 
by the amendment to the act carried forward therein as section 804(b) (1)(E). 

The suggested amendment contained in the enclosed statement does not alter 
or impair the principles involved in the bill but merely corrects what appears to 
be a technical error. Preferential treatment is not sought but rather merely an 
error corrected. 

The consideration of this error by your committee will be sincerely appreciated. 

Respectfully submitted. 

Rosert C, SNEED. 


STATEMENT OF Ropert C. SNEED, AUSTIN, TEX. 


My name is Robert C. Sneed, an attorney of Austin, Tex., and I represent the 
Texas Association of Mutual Life Insurance Officials, a trade organization com- 
posed of managing officers of mutual assessment life insurance companies regir 
lated by the commissioner of insurance and the State Board of Insurance of the 
State of Texas. Approximately 4 million persons are insured by Texas mutual 
assessment companies. 

The particular problem of these companies with regard to H.R. 4245 is limited 
to the one question of whether or not the investment income from the reserve 
funds (called mortuary or relief funds under the Texas law) is such as to be 
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within the definition of interest required to be paid under policy contracts defined 
jn section 804(a). . 

In connection with the above query, the following statements are made as to 
sich companies : , 

(1) At least 60 percent of all assessments or premium income, exclusive of 
membership fees, of such companies must be placed in the mortuary or relief 
fund of the company and from which fund claims are paid. 

(2) The other portion of the assessment or premium is placed in a fund called 
expense fund and from which all expenses are paid. ; 

(8) The mortuary or relief fund belongs exclusively to the policyholders, and 
in the event of dissolution of the company, all assets therein would be distributed 
glely to the policyholders, based upon their interest in the fund by reason of 
the amounts thereto paid. 

(4) Under Texas law, the mortuary or relief funds of such companies may 
only be invested in such securities as are legal investments for reserve funds of 
stock life insurance companies. 

(5) Under Texas law, mutual assessment companies issue life policies only 
without cash surrender or loan value. 

(6) The mortuary or relief funds of these companies comply with the mutual 
assessment “life insurance reserve” definition contained in H.R. 4245. 

(7) Policies of mutual assessment companies do not specifically provide for an 
assumed interest rate, but most concerns, in setting rates or frequency of assess- 
ments, rely upon an assumed interest factor so as to lower rates and reduce fre- 
quency of assessments. All investment income of mortuary or relief funds 
must be placed in such fund for the exclusive benefit of the policyholders. There- 
fore the resulting premium charge of the policyholder is thus computed in a man- 
ner almost identical to the principal of the legal reserve plan. 

(8) Texas mutual assessment companies have no capital or surplus funds. 

By reason of the foregoing it appears that the definition in section 804(a) 
would not include the investment income of the mortuary or relief funds of these 
companies, and thereby this investment income from funds designated else- 
where in the bill as life insurance reserves would be taxed as ordinary corporate 
income in the entirety. 

It would thus seem that inadvertently a tax would be levied upon all the in- 
vestment income of the policyholders’ reserves of mutual assessment com- 
panies. Such would not appear to be intended from an overall reading of the 
bill, as this tax does not so apply to any other type of life insurance company. 

The identical problem arose with H.R. 7201, 84th Congress, 1st session, und 
was cured by amendment adopted by the Senate Finance Committee and incor- 
porated into such act as section 804(b)(1)(E). 

Based upon such problems, the following amendment to H.R. 4245 is re- 
spectfully suggested, by inserting the following wording after section 804(c) (9), 
at page 12, line 14: 

“(10) ASSESSMENT COMPANIES.—A mutual assessment life insurance com- 
pany or association is also entitled to deduct from ‘gross investment in- 
come’ in determining its ‘net investment income’ an amount equal to 3 per 
centum of its life insurance reserves.” 

Your consideration of the merits of this problem is sincerely requested. 


ARIZONA WATER Co., 
Phoeniz, Ariz., February 26, 1959. 
Re House bill 4245. 
Hon. CARL HAYDEN, 
U.S. Senate, Washington, D.C. 


Deak Senator HaypdEN: It has come to our attention that House bill 4245 has 
been passed by the House of Representatives and is now receiving the consid- 
eration of the Senate Finance Committee. We are concerned with this legislation 
because included in its provisions is a relief from a tax which we feel has been 
discriminatory. We are referring here to the relief from tax on insured pension 
plan reserves. 

‘ When our company adopted a pension plan a few years ago we were most 
interested in obtaining the maximum guarantees possible. For this reason we 
selected a group annuity plan insured by a large insurance company. Under 
present tax laws our pension plan reserves have been subject to a tax assessed 
against the insurance company. This tax does not apply to uninsured plans 
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and we feel, therefore, that we have been penalized because we wanted to ad 
the soundest guarantees possible. opt 
We feel that any measure which revises the tax situation for life insurance 
companies should provide relief from this discriminatory provision of present 
law. We, therefore, feel that at least the provisions as outlined in House bill 
4245 should be carried forward into the final legislation. We will apprecate 
your consideration of this matter, and also would appreciate it if you would Ccon- 


tact a Senator on the Senate Finance Committee in connection with this matter 
Sincerely yours, , 


CakL J. Scumupr, 
Vice President and General Manager, 


THE H. B. A. Lire INSURANCE Co., 


Phoeniz, Ariz., February 27, 1959. 
Hon. Cari HAYDEN, 


U.8. Senator from Arizona, Washington, D.C. 


Deak Senator HaypeN: I am writing regarding H.R. 4245 which last week 
was passed by the House of Representatives and I understand a hearing wijj 
be held by the Senate Finance Committee on March 3, This is the bill relating 
to the taxation of life insurance companies. 

I question the merits of this bill on two bases. One, that it has been intro. 
duced and rushed so quickly that few people have had a chance to understand it, 
Two, that the bill will be unfair in the following three provisions to smaller or 
newer life insurance companies which are nearly all stock companies. This 
is particularly true of the many companies here in Arizona. 

1. “Section 804, taxable investment income (c)(9) small-business deduction. 
An amount equal to 5 percent of the investment income for the taxable year. 
The deduction under this paragraph shall not exceed $25,000.” 

The above provision is the only point or suggestion of relief to the smaller 
company. We consider ourselves a small company with assets of $1 million. 
This so-called relief for smaller company based on our 1958 experience would 
Save us the tax on approximately $800 to $900 of income. Yet, the same para- 
graph for a company with about $10 million of assets would save them the 
tax on $25,000. This does not particularly seem to be relief to the smaller 
company as would be indicated by the wording in the paragraph. 

2. Probably 80 to 90 percent of your larger companies are mutuals and most, 
if not all of these companies, set their policies on a reserve basis of 2 to 24 
percent. Stock companies such as ourselves, guarantee 8 percent. This same 
law allows this company to use the industrywide average rather than their own 
actual figures in deducting required interest from investment income. This will 
give far greater tax relief to the larger company than the so-called small business 
deduction. 

8. I also note that under section 805, subsection (c) that this provides a 
transition period of 3 years, at the end of which insurance companies will not 
be taxed on their reserves for pension plans. Up until this time life insurance 
companies have been taxed on the reserves for pension plans the same as any 
other life insurance reserves. Only larger companies are interested in writing 
pension plans and undoubtedly to the larger companies receiving at the end of3 
years total exemptions of pension plans more than offsets increased tax rates 
that are to be charged by this bill. 

It is generally conceded that the industry, as a whole, under the present bill 
will pay much higher taxes than under the Mills bill which was in effect for 1957. 
However, it would appear that the larger companies in a period of 3 years will 
be paying less and that the smaller companies are going to have to assume the 
additional tax burden. Undoubtedly, the larger companies prefer this to going 
back to the 1942 law which would properly place the burden of taxation on the 
larger companies. 

I hope that we will eventually have permanent legislation for the taxation of 
life insurance companies. I understand the House held hearings for 2 hours. 
In addition, I have been informed that the hearings to be held by the Senate 
Finance Committe, that the schedule is filled so that some of the smaller com 
panies that have requested to appear have been refused. 

I have only had a copy of this bill during the present week and our staff has 
spent a great deal of time trying to understand and study the bill. To express 
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it mildly, it seems terrificly complicated and I am sure there are many provi- 

dons that we still do not understand that might be even more unfair to the 

gmaller companies. The larger companies have the advantage in quickly under- 

standing through a large staff of people, such proposed new legislation and 
ting themselves accordingly. 


Very truly yours, 
Geo. E. RIcHARpDSON, President. 


(See also p. 433. ) 


STATEMENT OF JARVIS FARLEY 


My name is Jarvis Farley. I am secretary, treasurer, and actuary of Massa- 
chusetts Indemnity and Life Insurance Co., a small stock company having its 
home office at 654 Beacon Street, in Boston. My purpose today is to suggest 
means for meeting more fully the expressed objectives of H.R. 4245, with small 
joss of tax revenue. 

I believe that your committee, like the Ways and Means Committee, has placed 
ensiderable importance on avoiding a tax advantage to any type of company by 
comparison with its competitors. Stock companies, which typically are rela- 
tively small, can hold their place in competition with the giant mutuals only if 
the conditions of competition are fair and nondiscriminatory. The Ways and 
Means Committee recognized the need of stock companies to accumulate, before 
tax, a reasonable safety margin in order to offset the cushion which mutual com- 
panies have in their ability to cut policyholder dividends on their redundant 
premiums. (See bottom of p. 12 and top of p. 13 of the committee's report.) 
For that purpose section 809(d) (6) of H.R. 4245 provides a deduction for non- 
participating insurance equal to 10 percent of the increase in life insurance re- 
serve attributable to nonparticipating policies. My request to you is that the 
present deduction be retained but that provision be made for an alternative de- 
duction which, at a small price in terms of tax revenue, would much more 
nearly meet the objective of fair competitive conditions for the smaller com- 

nies. 

MThe need for a safety margin deduction is directly related to the long-term 
risk which is associated with life insurance and noncancellable disability in- 
surance. 

The reserves which characterize such insurance are a necessary result of ex- 
posure to a long-term risk which increases as the policyholder grows older, but 
the reserve itself is not a reliable measure of the degree of long-term risk. All 
long-term policies provide protection against the insured risk, and whole life and 
emdowment policies involve a substantial investment element in addition to the 
protection element. The reserve on such investment policies can be regarded as 
arising in part because of the investment element and in part because of the 
protection element, but no investment element is involved in the reserve on those 
policies which provide pure protection. As a result, the total reserve on invest- 
ment policies is materially larger than the reserve on pure protection policies, 
but the degree of risk is materially higher on the protection policies. Thus a 
safety margin deduction based on reserves gives the smallest deduction to the 
protection types of policies that have the greatest need of a safety cushion. 

A nonpar deduction based solely on reserves might apply equitably among 
companies if all companies wrote the same relative proportions of protection 
policies and investment policies. In actual fact, however, some companies write 
amuch larger proportion of the pure protection type of long-term policies. Such 
companies are exposed to a greater degree of long-term risk and therefore have 
4 proportionately greater need for the safety cushion which the nonpar deduc- 
tion is designed to provide. If the safety cushion is based solely on reserves, as 
ls now provided by section 809(d)(6) of H.R. 4245, those companies with the 
greatest need actually get the smallest deduction, so that in this respect the bill 
falls short of its objective of equalizing competition between stock and mutual 
companies. The companies which suffer most from this discrepancy are typically 
the smaller and newer companies. 

4 practical solution can be found by retaining the present nonpar deduction 

on increase in reserves and by providing an alternative deduction based on 
Premiums received under nonparticipating contracts. For most stock companies, 
including the large established companies, the alternative deduction based on 
Premiums would be either less than or little greater than the deduction based 











130 TAX FORMULA FOR LIFE INSURANCE COMPANIES 


on increase in reserves. That fact, combined with the further fact that mutual 
companies would not be affected at all, means that there would be little or no 
reduction in the taxes of the companies that provide the bulk of the tax revenye 
Adding the alternative deduction based on premiums would provide relief where 
it is most needed, with little loss of tax revenue. 

Specifically, it is recommended that section 809(d) (6) of H.R. 4245, contaip. 
ing the deduction for certain nonparticipating contracts, provide that the dedye. 
tion be an amount equal to the larger of (i) 10 percent of the increase in the re 
serves for nonparticipating contracts (as provided in the House bill) or (ii) 5 
percent of the net premiums for the taxable year attributable to certain nop. 
participating contracts. The bill should contain an appropriate definition of the 
“certain nonparticipating contracts” for which premiums would be included. ]t 
might be considered desirable to exclude policies which are not characterized by 
long-term risk, such as very short-term policies, for example, but all types of 
policies which are characterized by a long-term risk should be included. 

A company should not be required to make a permanent election between the 
two methods of computing the nonpar deduction. A small and growing company 
would normally, in time, grow into a typical established life insurance company, 
Such a company in its early years would probably use the deduction based upon 
premiums, but there would probably come a time when it should use the dednue. 
tion based upon increase in reserve. The change from one method to the other 
should be allowed, but such changes would be infrequent. The law should per. 
mit each company to use for any year the method which develops the larger 
deduction for that year. 

Attached to this statement is an appendix which describes the statistical basis 
for suggesting that the alternative nonpar deduction should be based on 5 pereent 
of premiums. The appendix also includes a demonstration that the loss of tax 
revenue would be relatively small. For that small price, the desirable objective 
of preventing a tax loss from creating unequal and unfair competitive advantage 
would be materially improved from the viewpoint of the small stock companies 

I would like to call your attention to a different problem which is purely 
technical and does not involve any loss of revenue. 

Section 818(c) of H.R. 4245 provides that where a company actually computes 
its life insurance reserves on one of the recognized preliminary term bases, 
it may elect to convert them to a net level premium basis in the computation 
of life insurance reserves for tax purposes. The conversion may be made by 
either of two prescribed methods. One is an exact revaluation, the other is 
a computation according to a prescribed formula. The prescribed formula is 
expressed in units of $1,000 of insurance, adjusted by a percentage of life insur- 
ance reserves. That formula can be readily applied to reserves on the life insur- 
ance benefit itself, which is expressed in units of $1,000, but is not applicable to 
reserves held against any benefit which is not expressed in units of $1,000 of 
insurance. The formula seems to be inapplicable or inappropriate for use with 
reserves on accidental death benefits, on disability income or disability waiver 
benefits, or on noncancellable accident and health benefits, all of which are 
properly and necessarily included in “life insurance reserves”. Thus a company 
with a substantial amount of any such reserve would be unable to use the ap 
proximate revaluation method, and would be required to use the exact revalua- 
tion method. 

Any revaluation method should be such as to avoid an undue burden upon 
the administrative staff of the Internal Revenue Service, while at the same time 
giving every life insurance company taxpayer a reasonable choice between the 
exact revaluation method and an approximate revaluation method. Such a 
choice could be provided either by spelling out in the statute an alternative 
approximate revaluation method which is not keyed to units of $1,000 of insur- 
ance (107 percent of preliminary term reserves, for example) or by a provision 
permitting the Secretary to define by regulation one or more alternative meth- 
ods which can be readily applied without requiring the Internal Revenue Serv- 
ice to test each and every alternative suggested by any individual life insurance 
company taxpayer. 


APPENDIX 


This appendix describes a statistical study made for the purpose of determit- 
ing the proper percentage to use in computing a nonpar deduction based 
premiums, as an alternative to the deduction based on increase in reserves. The 


appendix also suggests a method of estimating the effect of the alternative dedut 
tion on tax revenue. 
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PLR. 4245 excludes group insurance and annuities from the nonpar deduction, 
and it is probable that accident and health insurance (other than noncancellable 
gnd guaranteed renewable contracts) would be excluded. Separate data for the 
yarious types of insurance were not available, so the study was based on com- 

ies having little or no volume of the excluded types of insurance. The data 
was taken from “Best's 1958 Life Insurance Reports,” and only stock companies 
with $10 million or more of assets were included. A study based on more detailed 
jnformation might refine the conclusions of this study, 

The study computed for each company the percentage of premium which would 
produce a deduction exactly equal to 10 percent of that company’s increase in 
reserve. For one-half of the companies that percentage was 5 percent or more. 
(The actual median percentage based on published data was 4.5 percent, but 
adjustment from preliminary term reserves to net level premium reserves, and 
other appropriate adjustments, would produce a median of about 5 percent.) 
Thus 5 percent was the average of most typical figures. A deduction of 4.4 per- 
cent of premiums would be greater than the reserve deduction for only one- 
quarter of the companies studied, and a deduction of 3%4 percent would be 
greater than the reserve deduction for only one-tenth of the companies studied. 

By analyzing those figures it is possible to estimate the amount of tax loss 
which would result from allowing the alternative deduction at 5 percent of non- 
par premiums, as follows: 

1. There would be no tax loss from the 50 percent of stock companies for whom 
the deduction at 5 percent of premiums would be less than the deduction at 10 
percent of increase in reserves. 

2. For the 25 percent of stock companies for which the equivalent deduction 
would lie between 4.4 percent and 5 percent of premiums, the use of a deduction 
pased on 5 percent of premiums would increase the deduction on the average by 
about 5 percent. The total increase in the deduction for that 25 percent of stock 
companies would, therefore, be equal to 144 percent of the total nonpar deduc- 
tion of all stock companies. (25 percent of 5 percent is 1% percent.) 

8. For the 15 percent of stock companies for which the equivalent deduction 
would lie between 3°4 percent and 4.4 percent, the use of a deduction based on 
5 percent of premiums would increase the deduction on the average by about 15 
percent. The total increase in the deduction for that 15 percent of stock com- 
panies would, therefore, be equal to 24% percent of the total nonpar deduction of 
allstock companies. (15 percent of 15 percent is 244 percent.) 

4. For the 10 percent of stock companies for which the equivalent deduction 
would be less than 3%4 percent, a deduction based on 5 percent of premiums 
might average about 30 percent higher than the deduction based on reserves. 
The total increase in the deduction for that 10 percent of stock companies 
would, therefore, be about 3 percent of the total nonpar deduction of all stock 
companies. (10 percent of 30 percent is 3 percent.) 

5. Adding the three figures computed in steps 2, 3, and 4, it appears that pro- 
vision for an alternative deduction based on 5 percent of premiums would in- 
crease the aggregate nonpar deduction for all stock companies by about 6% 
percent of the aggregate deduction based on 10 percent of increase in reserves. 


STATEMENT OF JOHN T’. ACREE, JR., PRESIDENT, LINCOLN INCOME Lire INSURANCE 
Co., LOUISVILLE, Ky., AND First VICE PRESIDENT, Lire INSURERS CONFERENCE 


My name is John T. Acree, Jr. I am president of the Lincoln Income Life In- 
surance Co. of Louisville, Ky. This year I also happen to be first vice president 
of the Life Insurers Conference, which is a trade association with 94 member 
companies located principally in the South, Southwest, and Midwest. I have 
not had an opportunity, because of the rush, to have this statement approved 
by the Life Insurers Conference. For this reason I want to make it clear that 
what I say is on behalf of my own company. However, our company is quite 
typical of conference membership and I am sure that most conference members 
will agree with what I have to say. 

We believe that the tax take under H.R. 4245, in its present form, is too high 
and that it should be modified in the Senate to grant relief in certain areas. We 
are realistic and appreciate the revenue needs of the Government. We are not 
tontending that the $319 million, which would have been produced had the 1955 
stopgap law been continued and applied to 1958 business, is the right figure; 
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however, we certainly do not believe there is any justification for a jump in one 
step to $550 million, to use round figures. This is considerably more than even 
the 1942 law would produce. 

As life insurance companies go, the members of the conference, including 
own company, are small companies. We have a vital interest in securing more 
adequate relief for small companies and also for newly organized com 
which usually are small. The relief in the bill, as it now stands seems to be 
geared to the small company relief for corporations generally. We do not be 
lieve that this is adequate in the life insurance field because of our special prob. 
lems. Specifically, we think that the relief in sections 804(C)(9) and 809(d) 
(5) should be 25 percent instead of 5 percent. 

We also believe that this bill should recognize the fact that the typical life 
insurance company loses money for quite a number of years after it is first op. 
ganized. Because of this fact, section 812 should be changed so that the operating 
losses in the early years may be carried forward for say 15 years rather than 
for only 5 years. 

I do not know just how much these relief provisions for small and new com. 
panies will cost the Government in revenue. I am sure, however, that any 
loss would be relatively insignificant. I am also sure that no large company 
would object to this relief. Anyone at all familiar with the life insurance 
business knows that a new life insurance company has a hard time getting 
started and competing with established companies. There is a need to build 
up surplus funds to provide security as the business increases and this need 
comes just at the time the companies are losing money. These new companies 
must compete with well-established large companies which do not have this 
problem. 

There is another point which I should mention here, and that is the reserves 
of the small companies, generally speaking, are not quite so strong as the reserves 
of the large companies. The net result is that apparent earnings (which are 
subject to tax) on exactly the same loss experience and with exactly the same 
expenses will be more than with the large companies. The relief I have suggested 
will compensate, at least in part, for this fact. 

We believe there should be some transition period to be applied where there 
is a substantial increase in tax. Secretary Anderson suggested this in his let- 
ter of April 10, 1958, and it has been discussed from time to time since. How- 
ever, in the present bill, it seems to have been lost sight of. This in spite of 
the fact that the tax level contemplated last April was certainly no greater 
than the level of H.R. 4245 as it now stands. 

It takes time for a company to adjust to an extra tax burden such as is now 
contemplated. All but 5 of the 94 member companies of the Life Insurers Con- 
ference are stock companies, and we issue policies at fixed rates which we can't 
increase. Consequently, it is particularly hard for us to adiust to a substantially 
higher tax. A mutual company, theoretically at least, may cut dividends. A 
transition period would be of material aid in permitting us to adjust to a tar 
level which on the average seems to be almost twice what we have been paying 
and for many companies, far more. 

Since our companies are largely stock companies, the phase II deductions are 
of extreme importance to us. I refer particularly to the credit of 10 percent 
based on the increase in nonparticipating reserves and also to the 2 percent 
allowance on account of group premiums. We are not quite so much interested 
in this group credit as we are in the nonparticipating allowances because many 
of our companies do not do group insurance. Generally speaking, the 10 percent 
allowance based on the increase in nonparticipating reserves is probably 
acceptable. 

It does not adequately provide for certain of our companies which need more 
security because of their types of business which produces relatively small 
reserves. This is a problem quite important to our small companies, We have 
many contracts of a hazardous and long-term nature and where the reserve is 
on average small in comparison with the hazards which we run. We are not 
asking protection against short-term contracts. We are speaking rather of con- 
tracts where we cannot get off the risk by our own election and which run for 
5 years and more. 

It is my suggestion that as an alternate to the allowance of 10 percent of the 
increase in nonparticipating reserves we be allowed instead 5 percent premiums 
on nonparticipating contracts of a duration of 5 years and more. This alter 
nate allowance will better enable some of our companies to meet the competitive 
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situation which we face with mutual companies and to provide a fund to be 
gsed in case we suffer bad losses which we are bound to suffer from time to 


Sai suggested change involves an amendment to section 809(d)(6). We 
pave no exact figures, but the revenue loss involved in granting the alternate 
deduction would not seem to be great and at the same time it would be quite 
pelpful to our compa nies. 

Our companies are very much concerned with competition. It is our hope that 
peutrality in taxation, as between stocks and mutuals, which we have had for 
many years, will be maintained to the fullest extent possible. I need not tell 
you that my company and the other stock companies do not object to paying their 
fair share of any tax. However, we are in a high competitive market with the 
mutuals which have about 75 percent of the assets and by far the bulk of the 
business. We would be very much concerned if there is any appreciable shift 
in the tax burden from the mutual companies to the stock companies. It is diffi- 
eult enough right now for a young and small life insurance company to compete 
with the giants where there is equality in taxation. If we do not have this 
equality in taxation with the mutuals, the situation becomes well-nigh unbear- 
able for us. 

This bill seems to put us on just about a full corporate net income basis with, 
however, part of the net gains deferred until it is certain that they are aetual 
gains. In view of this fact, we think we should receive the regular deductions 
which are allowed to other corporations, particularly tax-free interest and the 
& percent intercorporate dividend credit. There is some confusion about how 
these deductions work out under the present bill. The way it seems to work out 
for us is that our companies get only about 30 percent credit instead of full 
eredit for tax-free interest and for dividends received. There is certainly no 
reason why we should not receive full credit. We do not object to a limit 
being placed on this deduction so that we may not receive tax free that part of 
interest required to maintain reserves. However, we think we should receive 
full credit just like others do if we choose to invest our surplus funds in stocks 
and in tax-free securities. Our reserve interest is, in fact, a debt and some- 
what like interest due on a bond. If a regular corporation has bonded indebted- 
ness and also has some tax-free interest, that corporation receives full credit 
for its tax-free interest and does not have to allocate some of this interest to 
its indebtedness. We think there is discrimination against us in this respect 
in the bill. We are referring particularly to phase II, but there is also merit in 
our opinion in a phase 1 deduction for tax-free interest and for dividends re- 
ceived. I understand that the cost of the phase II credit based on 1958 business 
is about $614 million. 

I want to thank you for the opportunity of appearing before you today to 
make this short statement. We are sure that your committee will recognize the 
special problems of our small and young companies. 


Home Lire INSURANCE Co., 
New York, N.Y., February 27, 1959. 
Hon. Hanky FLoop Byrn, 
Chairman, U.S. Senate Finance Committee, 
Washington, D.C. 


Deak Senator Byrp: On behalf of our policyowners, I should like to register 
with the Finance Committee a strong protest against the enactment of a bill 
(E.R. 4245) dealing with Federal income taxes on life insurance companies. 

Home Life Insurance Co. is a mutual company and, like other mutual com- 
panies, has no stockholders and is not operated for profit. We are pleading on 
behalf of our policyowners since no other individuals connected with our com- 
pany will benefit financially from any reduction in'the proposed large increase 
in tax, 

The enactment of the House bill would mean an increase of 70 percent or 
even More in Federal income tax applicable to mutual life insurance companies 
compared to the tax rate applicable for the preceding year, 1957. This would 
clearly be an unprecedented increase and in our opinion is entirely unjustified. 

In the first place, any tax on mutual life insurance is a tax on millions of 
small savers, those thirfty individuals who, through their own efforts, are at- 
tempting to make provision for their own retirement as well as provision for 
their widows and children in event of premature death. 
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The average life insurance policy in force in all companes provides less than 
$4,000 in death benefits and less than 10 percent of the adult population has 
coverage in excess of $10,000. In fact, life insurance is the most popular form 
of thrift for small savers and yet it is more heavily taxed than any other form 
of savings. 

Any substantial increase in tax, although collected from the companies, must 
be borne by these policyowners through reduced policy dividends or higher 
premium rates. 

It should be kept in mind that life insurance is also heavily taxed by means 
of State premium taxes. If H.R. 4245 becomes law, the combined Federal anq 
State taxes applicable to life insurance companies would be a big burden, more 
than double the burden of such taxes 5 years ago. 

Even the authors of the proposed law, H.R. 4245, apparently recognized the 
desirability cf granting some relief to pension plan funds placed with life jp. 
surance companies in order to minimize the discrimination against such pension 
plan funds compared with pension plan funds placed with trust companies or 
administered by other trustees. Yet, at the same time this proposed law would 
greatly increase the tax which will have to be passed on to the individual policy. 
owners—the small savers who are attempting to make provision for their own 
retirement and for their own families. 

Another important point is that a recent study indicates that mutual com- 
panies have 63 percent of the total life insurance in force and only 58 percent 
of the gain from operations, but under the proposed bill they would pay 72 
percent of the Federal taxes which would be levied on the life insurance busi- 
ness. This we feel is an inequitable distribution of taxes to the millions of 
mutual policyowners. 

In this connection, we should like to point out that there is a big difference 
between dividends paid to policyowners and dividends paid to stockholders. The 
Object of a mutual life insurance company is to furnish insurance protection at 
cost and dividends to policyowners are merely premium refunds. Furthermore, 
it is necessary to take such policy dividends or premium refunds into account in 
order to make net cost in mutual companies comparable with nonparticipating 
premium rates of stock companies. Therefore, all such premium refunds should 
be taken into account in determining a company’s operating gain for tax pur- 
poses. Furthermore, we feel it must be obvious that a company’s taxable in 
come should be no greater than its operating gain. 

The proposed bill would also give an advantage to life insurance companies 
which use the highest interest assumptions in computing policy reserves. How- 
ever, those higher interest assumptions produce lower reserves and are, there- 
fore, less conservative. We feel that an income tax law should not encourage 
a less conservative basis of operation for an industry so vital to the future of 
millions of our citizens. 

We, therefore, feel strongly that H.R. 4245 should be amended at least with 
respect to the following: 

1. In determining the investment income subject to tax, we feel the “adjusted 
reserve” and the investment income deduction related thereto should be de 
termined on the company’s own earned interest rate either for the current year 
or the average of the last 5 years, whenever that rate exceeds the required 
reserve interest rate. 

This will result in a tax which is more equitable between the various com- 
panies and will also eliminate the incentive to make a nonconservative interest 
assumption in the reserve basis. 

2. For reasons already explained, the “Gain from operations” should be com- 
puted without any arbitrary limitation on dividends to policyowners and if the 
gain from operations is less than the taxable investment income, the company’s 
taxable income should be reduced by at least 50 percent of the difference. 

We earnestly hope you will concur that amendments to this proposed law are 
highly desirable and that you will lend your support to amendments which will, 
at least, somewhat reduce the large proposed increase in taxes and also make 
the law more equitable between various companies. 

Sincerely yours, 
T. A. STEMMERMANN, 
Vice President and Actuary. 
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MEMPHIS, TENN., February 26, 1959. 


Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, 
senate Office Building, Washington, D.C. 

With reference to H.R. 4245, relating to the taxation of the income of life in- 
surance companies, this is to apprise you as chairman of the Senate Finance 
Committee, just how the bill affects my small company. We understood the 
Treasury desires approximately 60 percent increase in tax revenues from the 
life insurance industry. We are not opposed to paying our proportionate part 
of this 60 percent increase, but this bill goes far beyond this percentage as far 
as my company is concerned, as the following figures show: (1) 1958 Federal 
income tax under 1942 revenue law (current law of the land) would be $88,000 ; 
(2) 1958 Federal income tax under H.R. 4245 as proposed by the House Ways and 
Means Committee, $212,000; as you can see this is an increase of approximately 
242 percent. This we are definitely against. We are of the opinion that this 
situation should be reviewed very carefully during the 1959 year to see the 
full impact this bill will have on the entire life insurance industry and since the 
current 1942 law will produce the desired 60 percent increase the Treasury 
Department desires, we, therefore, ask that you vote against H.R. 4245 at this 
time. 

ALVIN WUNDERLICH, JR., 
President, National Burial Insurance Co. 


HoME LiFe INSURANCE Co., OF NEw YorK, 
Richmond, Va., March 3, 1959. 
Hon Harry F. Byrop, 
U.S. Senate, Washington, D.C. 

Dear Senator Byrp: I am writing you regarding the proposed new law (H.R. 
4945) which increases the income tax on life insurance companies to an amount 
which I feel is exorbitant and unfair. 

I respectfully call your attention to the fact that life insurance has been 
called the poor man’s bank. There are many millions more policyholders than 
there are income taxpayers which shows the popularity of life insurance as a 
form of thrift for small savers. This means, of course, that life insurance re- 
serves represent the savings of individual policyholders and are greater thaa 
all individual savings accounts in all banks and more than the total of ind- 
vidual savings in savings and loan associations. Yet, life insurance taxes ale 
three times greater than average taxes on other forms of thrift. 

A recent study shows that while mutual companies have only 63 percent of the 
total life insurance in force and only 58 percent of the gain from operations; 
under the proposed bill they will pay 72 percent of the Federal taxes which will 
be levied on the life insurance business. I feel certain that you will agree with 
me that this is an inequitable distribution of taxes to a host of small mutual 
policyowners and citizens of our country. 

You, sir, have the honor and responsibility of serving on the Senate Finance 
Committee and I earnestly hope that you will urge your associates on this com- 
mittee to consider amendments on the proposed bill which will eliminate this 
inequitable treatment. Naturally, we must raise the necessary income for our 
country. My plea is, have a tax law which is nondiscriminatory and is not a 
70 percent increase in taxes in a single year. 

Sincerely yours 
LAWRENCE ©. REEVES, Manager. 


KETCHIKAN, ALASKA, February 27, 1959. 
Re H.R. 4245. 
Hon. E. L. BARTLETT, 
U.S. Senate, Washington, D.C. 
_ DEAR SENATOR BARTLETT: H.R. 4245, in general, raises the level of taxes on 
life insurance companies. The bill, from what I know of it, appears to be sound 
and from information that I have been able to obtain I do not believe that the 
insurance industry is seriously objecting to it. My hope is that the bill will 
pass the Senate in the same form as it passed the House. It contains a provi- 
sion relieving a discriminatory tax on investment income for pension reserves. 
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I believe that the tax on investment income as it applies to insured pension 
reserves is discriminatory and ought to be removed because it adds to the Cost 
of an insured pension plan. 

An employer, for example, may select an insured pension plan in order to 
provide a sound guarantee basis for pensions for his employees but if he selected 
a bank-trusteed plan which has no guarantees, there would be no tax on invest. 
ment income applying to the pension reserves. Therefore, the very nature of 
the discriminatory tax can put an insurance counselor in the position of 
being able to recommend what he considers to be the best vehicle for funding 
a retirement plan. 

I believe that this discriminatory tax should be removed and respectfully gug. 
gest that you support the legislation on the basis of retaining the proviso for 
removing the tax inequity gradually as provided for in H.R. 4245. 

It is my understanding that hearings on the bill are scheduled before the 
Senate Finance Committee, or a subcommittee thereof, on March 3 and would 
appreciate your entering a supporting statement endorsing H.R. 4245 without 
further amendment. 

Yours very truly, 
W. K. Boarpmay. 


STATEMENT OF GUILFORD DupLey, Jr., ON BEHALF OF LIFE & CASUALTY INgup- 
ANCE Co. or TENNESSEE 


Life & Casualty Insurance Co. of Tennessee is a medium-sized stock life 
insurance company with home office at Nashville, Tenn., with 9,270 stockholders 
scattered over the United States. We do business in 18 States and the District 
of Columbia, and rank 52d in size, with $1,651,167,000 life insurance in force as 
of December 31, 1958. 

First, this company remains firm in its conviction that the most equitable for. 
mula yet devised for the income taxation of life insurance companies is that 
embraced in the law in effect for the years 1955 through 1957. Furthermore, if 
that law were amended to change the credit for reserves from 85 percent toa 
percentage for each company based upon its actual individual company require 
ments, it would bring the total revenues to the Government to more than the 
$500 million sum which we understand to be sought by the Treasury Department 
for the year 1958. 

I understand that other witnesses already have presented or will present this 
viewpoint more fully, but there is one major overriding consideration which I 
would like to outline. 

There does not inhere in the net investment income approach discrimination 
within the industry. Net investment income is a common denominator of stock 
and mutual companies, of large and small companies. 

Phase 2 of H.R. 4245 brings into being an obvious discrimination between 
stock and mutual companies. This is readily apparent from examination of 
table I on page 8 in the report of the Committee on Ways and Means accom 
panying the bill. Whereas the proportionate amount of total assets held by 
mutual companies as contrasted with stock companies is 75 percent to 25 per 
cent, which proportion compares with the percentages of the estimated revenues 
to be derived under the 1942 formula, the 1955 formula, and phase I of HR 
4245, yet the estimated $40 million to be derived under phase 2 is divided 
30 percent from the mutual companies and 70 percent from the stock com- 
panies—almost completely the reverse of the revenues derived under the net 
investment income approach. 

Further, if this bill should be enacted in its present form, we submit that 
within a year or two the revenues derived from mutual companies under phase 
2 would substantially diminish and even approach zero, thereby accentuating 
the discrepancy in the comparative revenues derived from stock and mutuals 
which will exist for the year 1958. In fact, a mutual company would be cor 
sidered as failing in its duty to its policyholders if it did not increase dividends 
within the limits of conservative practice so as to drastically reduce or eliminate 
the tax under phase 2 of the bill. The estimated amounts in table I of that 
report are based on the dividend practices of mutual companies under an ei 
tirely different tax law, and it is submitted that these practices will change 
with the change in the law. 
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We urge that there is manifest and serious discrimination against stock com- 

nies inherent in phase 2, and that for the sake of the amount of revenue 
to be derived from phase 2—7.3 percent of the whole for 1958 and in all 
probability a lesser percent in future years—the Government should not serious- 
ly alter the competitive balance between stock and mutual companies. 

1 would emphasize that we have the highest regard for the mutual life in- 
surance companies, large and small, of this country. Yet this high respect does 
not diminish our opposition to their being granted a substantial competitive 
‘advantage by the operation of the Federal income tax law. We oppose any 
segment of the life insurance industry being granted such a competitive ad- 
yantage over any other segment, and feel that you would share this opposition. 

At this point I would like to set out the taxes which would be paid by this 
company on 1958 operations under H.R. 4245 and the 1942 and 1955 formulas: 


Necessities en nnd tlc heaven sth Ao dechbred arabian csealdl $775, 000 
I i cteenssisncn tiem eiieiatiiets icin drs initia metaphase Riedell Kiaisdindhs Dusah dete 1, 200, 000 
I i bl a ten Sein wkd naitiahoetcihcisinsieren chk sethabssamnas totepeckn ub bnanatnehann ante ictiraticas usdomecl 2, 125, 000 


These figures, of course, do not take into account any possible effect of phase 
8, which would apply only to years subsequent to 1958. 

The increase to this company is 175 percent over the 1955 formula and 77 
percent over the 1942 formula. By comparison the taxes for the entire industry 
under H.R. 4245 as appears from the report of the Committee on Ways and 
Means represent a 71 percent increase over the 1955 formula and a 9 percent 
increase over the 1942 formula. It is apparent, then, that the effect on our 
company is substantially more severe than the effect on the industry as a 
whole. 

While the figures are not available to our company, but doubtless can be 
easily made available to this committee, we estimate that the experience of 
our company will be found to be the experience of stock companies as a group, 
and that the impact of the proposed bill, if enacted into law, will be found to 
fall most severely on stock companies and least severely on mutual companies. 

If the committee concludes that it must reject the proposition that the net 
investment income approach alone is the fairest and most equitable method of 
taxing life insurance companies, and to the contrary concludes that the general 
principles embodied in phases 1 and 2 of H.R. 4245 should be enacted into law, 
then there are several specific amendments which we urge you to consider: 

(1) The formula in phase 1 as now written discriminates between stock and 
mutual companies. The deduction rate for interest deducted under the “Policy 
and Other Contract Liability Deduction” is an average of (i) a company’s in- 
vestment yield, and (ii) the higher of the rate it assumed on reserves, or the 
rate the whole industry assumed on reserves. The use of the industry rate 
by a company whose own assumed rate is less than that of the industry results 
in a greater amount of deductible interest than such a company would otherwise 
be allowed. This benefit will accrue principally to the larger mutual companies 
for reasons which I will briefly state. 

The facts of the life insurance business are that the mutuals in general have 
lower interest assumptions than do stock companies. They do this deliberately, 
not only for reasons of safety, but because a large part of the dividends they 
pay is based on interest earnings in excess of their assumed rate, and because 
their gross premiums have enough excess margin So that they are not affected 
by a lower interest assumption on reserves. 

A stock company must set its gross premium rate as low as possible for com- 
petitive reasons, and this results in their interest assumptions being higher, or as 
close as possible to what the company actually expects to earn, within the 
limits of its ability to make such estimate over many years in the future. In 
any event, it is a fact that the interest assumed in the reserves of stock com- 
panies is higher on the average than that assumed by the mutuals. 

We urge therefore that each company use its own assumed rate of interest 
in arriving at the deduction rate in phase 1. In addition, we suggest that this 
should not be the rate for only 1 year, but rather an average of the interest 
required on its reserves for a period of several years—we refer here to interest 
assumed on reserves, not to an average of interest that the company actually 
earns. We believe these two changes would have the following advantages: 

(i) It would avoid the use of an industry average for interest assumed on 
reserves, which at best is an arbitrary figure when applied to any one company. 

(ii) It would avoid a discrimination between companies, which in the main 
benefits mutual companies. 
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(iii) The use of the company’s own assumed average for a period of Several 
years would eliminate any undue penalty (as mentioned on the bottom of page 
10 and the top of page 11 of the report of the Committee on Ways and Means) 
on a company whose assumed average was below the industry average for a 
temporary period of time. 

(2) Phase 2 of the bill provides a 10 percent deduction for the amount of 
the increase in reserves on nonparticipating life business. We urge that it 
would be more reasonable and equitable to make this deduction 5 percent of 
nonparticipating premiums received. 

The report of the Committee on Ways and Means states on page 7: 

“This 10-percent deduction is designated to compensate stock insurance com. 
panies for the fact that since they do not have the ‘cushion’ of redundant 
premiums (which if the business does not go well a mutual company can use 
to offset losses but otherwise are paid back as policyholder dividends) they 
must have larger capital and surplus.” 

The report specifically mentions the lack of excess margin in nonparticipating 
premiums as the reason for the deduction. This reasoning is, in our judgment, 
exactly right. However, we question emphatically the fact that the deduction 
is based upon the increase in reserve rather than on the premiums themselves 
as the acknowledged purpose of the deduction is to compensate for the lack of 
excess margin in nonparticipating premiums. 

The excess margin, which mutual companies have and stock companies do not 
have, can be called upon by mutual companies to pay claims in times of crisis, 
Such as wars, epidemics and periods of heavy financial losses. A mutual 
company has this excess margin at its disposal at any time it is needed by simply 
reducing or eliminating dividends to policyholders. For example, dividends 
were reduced by most mutual companies in the depression years of the early 
1930's; and shortly thereafter, when serious losses were incurred by many 
companies, both stock and mutual, on their disability income business, dividends 
were sharply reduced by the mutual companies on policies containing such 
coverage. Inasmuch as stock companies have no excess margin to start with, 
they must compensate for this by building up correspondingly larger surplus 
amounts to meet such contingencies. 

If stock companies are to meet future contingencies on the same basis as 
mutual companies, their additional surplus kept for this purpose should be based 
on the companies’ total exposure to claims rather than on whatever increases 
in reserves they may have. The increase in reserve itself varies more with the 
age of the company and the type of business it has than it does with the 
company’s exposure to claims. 

For instance, a company might collect premiums of $1 million per year at the 
present time, and have an increase in reserve of $700,000. Twenty years from 
now the same company might still collect $1 million in premiums and have an 
increase in reserves of only $300,000 because of the greater age of its business 
and the correspondingly greater reserves released through deaths and maturi- 
ties. Yet this same company would have more insurance in force, and more 
exposure to unexpected catastrophe in 20 years than it does at the present time. 

In another situation, consider the example of a company that ceases to grow. 
It may not have any increase in reserves at all, yet it would still be collecting 
premiums and be exposed to contingency risks for many years to come. Sach 
a company would have no further deduction for its nonparticipating business, 
but a mutual company that likewise had ceased to grow would still have the 
excess margin in its premiums available. 

The fact that the relationship of premiums to increase in reserve varies % 
much between different companies, and even within the same company in dif- 
ferent stages of its development, indicates strongly that premiums are a much 
more appropriate basis for this deduction. We firmly believe that a deduction 
for nonparticipating business based on premiums rather than on increase it 
reserves is much fairer for all types of companies in different stages of growth, 
and urge that H.R. 4245 be amended to make the deduction 5 percent of non- 
participating premiums received. 

(3) As presently drafted, H.R. 4245 becomes effective for the year 1958, 
except that phase 3 and the provisions for capital gains and losses take effect 
for the year 1959. For the industry as a whole this is a 71 percent increase 
over the tax that would have been paid under the 1955 formula, and for our 
own company this is a 175 percent increase. We strongly urge that if this dill 
is enacted into law substantially in its present form, provision should be made 
for a transition period before the full impact of the tax comes into being. 
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While probably there are several good methods of accomplishing such transi- 
tion, We would propose a 5-year transition period somewhat as follows: During 
the S-year period each company would compute its tax under the 1942 formula 
gnd under the 1959 law. If the result under the 1959 law is greater than under 
the 1942 formula, then for 1958, the company would pay the amount computed 
ynder the 1942 formula plus one-fifth of the difference between the result under 
the 1942 formula and under the 1959 law. 

For 1959, if the amount of tax under the 1959 law were greater than under 
the 1942 formula, the company would pay the amount computed under the 1942 
formula plus two-fifths of the difference, etc., until for the year 1962 the com- 
pany would pay the whole amount computed under the 1959 law. 

While we are not wedded to the particular method outlined above, we strongly 
feel that there should be some orderly and equitable transition from the tax 
paid by the company in 1957 to the tax paid in 1958 and the succeeding years, 
where there is a substantial difference in the amount of tax to be paid under 
the new law without a corresponding increase in net investment income. 

Such a drastic increase in so large a factor in a company’s operations as 
the Federal income tax can cause severe dislocation in the company’s opera- 
tions. We seriously doubt that any industry has previously been subjected in 
one tax year to the increase as great as would result if H.R. 4245 becomes law 
in its present form. The result for our company is substantially more severe 
than the results for the industry as a whole, and doubtless there are numerous 
other companies, on which the result is even more severe than ours. 

(4) In all previous congressional hearings on the subject of the income 
taxation of life insurance companies, there has been emphasized the fact of 
the very substantial State taxes levied on the basis of premiums received. We 
strongly urge that H.R. 4245 be amended to give more adequate weight to this 
tremendous factor in the total picture of life insurance taxation. Specifically, 
we suggest that some type of credit, on a fair and reasonable basis, be granted 
against the Federal income tax for the premium taxes paid. 

In addition to $865,000 in State and local taxes incurred in the normal course 
of business and which, in the main, are not unique to life insurance companies, 
our company incurred premium taxes of $956,000 during the year 1958. These 
premium taxes equal 79.7 percent of our estimated tax under the 1942 formula 
and 45 percent of our estimated tax under H.R. 4245, and obviously constitute a 
highly important consideration in our total tax picture. I am sure that the 
experience of other companies approximates our own. 

Under the above-suggested amendment, a credit equal to 25 percent of the 
amount of premium taxes paid might be allowed against the tax levied under 
the Federal law. In making this suggestion we are fully aware, of course, 
that premium taxes are allowed as deductible expenses under the bill. Such 
deduction does not, however, take into account the unique character of these 
taxes and their exclusive application to the life insurance industry. There- 
fore, we feel that a credit along the line we have suggested should be incor- 
porated into the proposed bill. 

Turning aside, now, from suggested amendments to phases 1 and 2, we urge 
that phase 3 of the proposed bill be deleted entirely. In this connection it seems 
worthwhile to point out that the principle embodied in phase 3, that is, a tax 
based upon cash distribution to stockholders, has been studied and rejected 
many times in previous years. As recently as December 31, 1958, the principle 
was not included in the draft bill prepared by the Treasury Department in 
cooperation with the congressional staffs, which bill accompanied the report 
m the taxation of life insurance companies by the Subcommittee on Internal 
Revenue Taxation, Committee on Ways and Means, submitted on that date. 
It only came into being for the first time as legislation in H.R. 4245. We urge 
that phase 3, and the principle embodied therein, should not be enacted into 
law for the following reasons: 

(1) A tax based upon the concept of cash distributions to stockholders is 
completely without logic and without counterpart in the income tax laws of this 
coutry. Congress, the Treasury, and the industry itself are seeking an equita- 
ble and permanent formula for the taxation of the net profits of life insurance 
companies, and yet it is obvious that cash dividends paid by a stock life in- 
surance company, or by any other business corporation, in no way measure the 
profits of that company. Two insurance companies may have almost identical 
Statements, identical net investment income and identical net gains from opera- 
tions, and yet the amount of cash dividends paid to stockholders each year may 
differ substantially, depending upon many factors that are within the discretion 
of the board of directors of the company. 
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It cannot be said under this situation that the company which paid the larger 
dividends had the larger profit, and therefore should pay the larger tax. 

(2) All concerned are seeking within the best of their abilities a tax law 
for life insurance companies upon a principle and formula that will be Der. 
manent within the foreseeable future and not subject to review from yegy 
to year. 

We believe, however, that if a principle so completely without logic ag a tax 
based upon cash distribution to stockholders is enacted into law, it cannot stand 
the test of time and its deficiencies will gradually come into being for com. 
panies not affected at the outset. It is purely an expedient, and without any 
attempt at moralizing, we feel that expediency in the long run does not begr 
fruit in government or in business. 

(3) As a corollary to the tax based on cash distribution to stockholders there 
is included a provision regulating surplus. This, of course, is simply section 
102 of the Internal Revenue Code carried over into the law taxing life ingyr. 
ance companies. 

Whereas such principle may be appropriate in the tax laws apply to an 
ordinary business corporation, yet with respect to a stock insurance company, 
any provision penalizing the accumulation of surplus is, in our judgment, dig. 
metrically opposed to the public interest. 

Life insurance is a long range business, projecting guaranteed payments by 
contract far into the future. It is impossible for anyone to state at any given 
time a limit on the amount of surplus which a stock life insurance company 
should accumulate in the interest of meeting its future contractual payments 
to its policyholders. In fact, I think it would be almost impossible for a stock 
life insurance company to accumulate too much surplus in consideration of 
the interest of its policyholders. Inflation is with us today, and the mortality 
contingencies in an atomic age are a possibility that none of us like to con- 
template. 

There is a vast difference between placing a limit on the surplus which may 
be accumulated by a mutual company and placing a limit on the surplus to 
be accumulated by a stock company. This point needs no development as it is 
a known principle of mutual life insurance that the net premium of a mutual 
company can be and is adjusted by the amount of dividends returned, whereas 
the nonparticipatjng premium of a stock life insurance company is fixed and 
cannot be increased. 

Therefore we recognize that a penalty againsts surplus accumulated beyond 
a certain point must necessarily be a part of a tax based on cash distributions 
to stockholders to prevent circumvention of such a tax levy, but we insist that 
such restriction on surplus is against the interests of policyholders of stock 
life insurance companies, and that to the contrary the accumulation of surplus 
should be encouraged. 

(4) To the extent that phase 3 results in additional tax, it accentuates the 
discrimination between stock companies and mutual companies. The only way 
to prevent such a discrimination would be to levy a similar tax on dividends to 
policyholders, and of course such a levy is likewise without logic. I am sure 
that the mutual companies do not seek such competitive advantage, but this 
advantage must necessarily result for ever tax dollar that is paid under phase 
3, or there would have to be a corresponding tax against the mutual company. 

With phase 3 included in the law a stock company and a mutual company with 
identical statements would necessarily be taxed differently, the mutual com- 
pany paying the lesser tax, either in the beginning years of the proposed new 
law, or in future years when the penalty against accumulation of surplus 
comes into play. We cannot believe that Congress intends to enact into law a 
principle which would bring about this result. 


SUMMARY 


(1) We urge the historical approach to the taxation of life insurance com 
panies, the investment income approach, as being the most equitable yet de- 
vised after years of study by government and industry. Admittedly this 
approach has shortcomings but we feel they are outweighed by its advantages. 

(2) However, if this committee cannot accept the investment income approach 
as the sole basis for taxation, then we urge your attention to the specific ament- 
ments which we have proposed. 

(3) In all events, we urge this committee to reject the principle, completely 
new and without counterpart in our tax laws, of a tax based upon cash distr 
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potion to stockholders. Although this principle would not affect the taxes our 
empany would pay for 1958, and although we cannot accurately estimate how 
jt would affect the amount of taxes our company will pay in the future, we are 
ertain that this principle cannot yield a fair and equitable result over the years 
to stock life insurance companies as a group, or from one company to another 
within the gorup, it cannot meet the fundamental test of equality of taxation, 
and is diametrically opposed to the public interest. 


STATEMENT OF CLARENCE J. MYERS, PRESIDENT OF NEw YORK LIFE INSURANCE Co. 


Speaking for the New York Life Insurance Co. and myself, we ask that par- 
ticular attention be given by the Senate Finance Committee to the points covered 
in this brief statement. 


1. WE APPROVE THE GENERAL STRUCTURE OF H.R. 4245 BUT CONSIDER ITS TAX 
BUBDEN EXCESSIVE 


Let me amplify my position. In general, this bill applies corporate rates of 
taxation to the income of life insurance companies as measured on three com- 
ponent bases: Investment income, underwriting gains, and capital gains. 

Since 1921, the tax laws have been based only on income earned upon the 
sums held for policyholders’ protection. We approve the proposed broadening 
of the tax base because it affords a more equitable pattern for taxing the various 
dasses of insurance and the various kinds of companies. It contemplates taxing 
investment income and gains derived from underwriting, and an apportionment 
of the impact of these two sources upon the diverse companies affected. 

Unfortunately, the impact of taxation under this bill is so heavy as to con- 
tinue, in an aggravated degree, a serious discrimination against life insurance 
as a thrift medium for millions of policyholders. More specifically, it would— 

(a) Continue the arbitrary handicap that has long been suffered by our 
business as a thrift institution competing with other such institutions. This 
handicap has arisen partly from Federal taxation of our investment in- 
come at an effective rate higher than that imposed on other savings institu- 
tions and partly from the burden of State taxation uniquely borne by our 
industry. 

(b) Accentuate the dampening effect of taxation on the public’s induce- 
ment to save and thus increase inflationary pressures. It would also curtail 
the supply of capital funds which nourishes the Nation’s healthy economic 
growth. 

(c) Discourage the public’s natural incentive to build personal security 
on a voluntary basis, and thus would augment demands for additional 
social security. 

While we believe that the general structure of H. R. 4245 is satisfactory in 
principle, we hope that the social and economic consequences of the tax burden 
will lead the committee to adopt amendments to this bill which will alleviate . 
the discriminations cited above. 

There are two defects which we regard of particular importance. One con- 
cerns the “deduction rate” of interest. The other concerns the statutory limita- 
tion upon the deductibility of policy dividends on participating insurance, in de 
termining taxable income. Both defects can now be remedied with simple amend- 
ments. These are described in sections 3 and 4 of this statement. 


2, WE CONSIDER H. R. 4245 TO BE A SOUNDER BASIS OF TAXATION THAN THE 1942 
FORMULA WHICH WOULD BECOME THE TAX BASE IN THE ABSENCE OF NEW 
LEGISLATION 


In previous hearings on this subject, it has been emphasized repeatedly that 
perpetuation of the 1942 formula would be a serious mistake. The Under 
Secretary of the Treasury made it clear last fall that this was the view of the 
Treasury Department. The House Ways and Means Committee has associated 
itself with that view. The Senate Finance Committee, in approving the stop- 
gap tax bills that have been enacted in recent years, has repeatedly expressed 
dissatisfaction with the 1942 formula. 
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Hence, it would not seem necessary to argue at length the defects of the 19 
formula. In brief, it is unsatisfactory in two principal respects. 

(a) It apportions the tax among companies and among classes of ingyy. 
ance solely on the basis of investment income. Such a tax tends to dis. 
courage the types of insurance which combine protection and savings jp 
favor of temporary term insurance upon which little or no tax is levied, jt 
seems clear that a proper tax basis should take account of other gains ang 
losses. 

(b) It taxes investment income at an effective rate which is subject to 
substantial variations, because of the arbitrary and inflexible interest rate 
which the statutory formula provides as one of the elements to be used j, 
determining each company’s deduction for “required” interest. This arti. 
ficial tax formula actually produced negligible revenue for the Treasury 
in the years 1947 through 1949. It could produce an unbearably heavy 
burden of taxation under other circumstances. It falls far short of meet. 
ing the Treasury's need for a stable, dependable source of revenue. 

3. FORMULA FOR DEDUCTION RATE UNDER SECTION 805(b) (2) IS DISCRIMINATORY 

H. R. 4245 embodies a new concept for determining taxable investment income 
by establishing a deduction rate of interest for each company. This deduction 
rate is to be used in two ways, as a basis for revaluation of policy reserves and 
as the rate deemed required on such revalued reserves for tax deduction pur. 
poses. Such'a deduction rate, if properly defined, would represent a significant 
improvement over previous methods of determining the reserve interest de 
duction. 

However, the deduction rate as defined in section 805(b) (2) is based partly 
upon the average interest rate assumed for reserves by the individual com- 
pany (or the corresponding industry average, if greater) and partly upon the 
company’s own investment yield rate. 

Basing the deduction rate, even partially, on the rate arbitrarily assumed by 
each individual company for reserve purposes is unreasonable because— 


(a) It discriminates against companies which have chosen a conservative 
interest basis, as compared with the many companies with less conservative 
reserve interest assumptions than the industry average 

(b) It permits tax results to influence management decisions with re 
spect to reserve interest assumptions. This is an undesirable pressure in 
an industry so heavily relied upon by the small savers. 

(c) It taxes a considerable portion of investment income which (i) in 
the case of nonparticipating insurance (policies on which no dividends are 
paid or promised) is required under the interest assumptions made in fixing 
premium levels (not reserves), to maintain safety and meet policy obliga- 
tions as they mature, and (ii) in the case of participating insurance is 
required to provide net costs to policyholders which are competitive with 
those available through nonparticipating insurance. 


We believe that these defects in section 805(b) (2) could be largely overcome 
by defining the deduction rate to be simply each company’s investment yield, 
earned on the average during the 5 years ending with the current tax year. 

The use of the 5-year average earned rate, in brief, would produce the 
following improvements: 


(a) More equitable and less onerous burden on policyholder savings. 

(6b) Each company’s tax based solely on its own experience 

(c) Influence of management decisions or assumptions minimized. 

(d) Greater smoothness, stability, and predictability of the deduction 
rate attained. 


4. THE LIMITATION ON THE DEDUCTION OF DIVIDENDS TO POLICYHOLDERS IN COM- 
PUTTING TAXABLE INCOME CONSTITUTES UNFAIR DISCRIMINATION AGAINST 
PARTICIPATING POLICYHOLDERS 


H.R. 4245 provides that all insurance companies are to be taxed on the “gail 
from operations” whenever that is smaller than investment income. However, 
under section 809(g), the taxable gain from operations for a participating 
company would not be less than the company’s taxable investment income. 
Such a tax floor results from an arbitrary and unfair disallowance of a deduce 
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tion for policy dividends to the extent that such dividends would reduce gain 
from operations below taxable investment income. 

Thus, for all practical purposes, only a nonparticipating company can have a 
tax that is less than 52 percent of its taxable investment income while par- 
ticipating companies must pay a tax at least equal to 52 percent of their taxable 
investment income. 

Similarily, no nonparticipating company will pay a tax in excess of 52 percent 
of its gain from operations. On the other hand, many participating companies 
would pay taxes considerably in excess of 52 percent of their gain from opera- 
tions (after full deduction of policy dividends). 

These results defeat the proper operation of the basic principles that (a) 
premiums charged for participating policies, less dividends paid to the policy- 
holders, represent the net charge for participating insurance, just as the 
premium charged for nonparticipating policies represents the net charge for 
ponparticipating insurance and (b) a participating company’s true net income 
does not exceed its gain from all operations after full deduction of policy 
dividends. 

The illustration on the following three pages shows the unfair discrimination 
against a company issuing only participating insurance as compared with a 
cmpany issuing only nonparticipating insurance. 


Tax consequences Of H.R. 4245 for two competing life insurance companies— 


participating and nonparticipating—which provide identical insurance at 
identical net costs to policyholders 


I. BASIC ASSUMPTIONS 


Beginning End of year A verage 

Financial position of year | for year 
Life insurance in force — = on ; $50, 000, 000 
Assets ~eedian ; 11, 000, 000 
Reserve liabilities 4 . | $9, 800, 000 $10, 200, 000 10, 000, 000 
Capital and surplus... Saal vimoes eine vlliih edo mn 1, 000, 000 


RATE OF INTEREST 
Percent 


Actually earned on mean assets during year__.....-.-_._.--__~-~ aaa stance beds * Seem 
Assumed for valuation of reserve liabiilties........._ ~~ pub biabshhhs dade tl gekicak a a ae 


PREMIUM AND DIVIDEND RATES 


Participating company --.----~----- $24 premium per $1,000 in force 
$4 dividend to policyholders per $1,000 in force. 
$20 net cost to policyholders per $1,000 in force. 
Nonparticipating company__..-..-.... $20 premium per $1,000 in force. 


Il. COMPARATIVE SUMMARIES OF OPERATIONS 





Calculation of gain from operations before Federal tax | Participating | Nonparticipat- 
from annual statement) company ing company 

1, Premium income baie haat « --+------| $1,200,000 $1, 000, 000 

2. Net investment income- . ' _ ‘ 385, 000 | 385, 000 

3. Total income ‘ ‘i 1, 585, 000 1, 385, 000 

4. Benefit payments (death, maturity, surrender) . -_.. 730, 000 730, 000 

5. Increase in reserve 400, 000 400, 000 

6, Commissions and other insurance expenses, including local taxes, etc__| 185, 000 | 185, 000 

; pr 

i. Total charges against income.....-. ee sr 1, 315, 000 1, 315, 000 

8. Gain from operations - . il aela ag 270, 000 | 70, 000 

9. Dividends to policyholders _ ........ TT = | 200, 000 | 

10. Net pretax gain from operations (from annual statement) PL 70, 000 70, 000 
| | 

a a ON ee 
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Tar consequences of H.R. 4245 for two competing life insurance companies 
participating and nonparticipating—tchich provide identical insurange at 
identical net costs to policyholders—Continued 


Ill. CALCULATION OF ALTERNATE TAX BASES AND FEDERAL TAXES OF THE } 

















COMPANIES 
ee 
Participating omer 
company 
atti, ssa 
Investment income basis: 

Adjusted reserve (based on ‘deduction rate” of 3.125 parcent) -| $9,375,000 $9, 375, 099 
Deduction allowed for interest (at 3.125 percent) on the adjusted reserve. 292, 960 292, 9 
Taxable investment income (TIT) (the excess of item 2 above, over 

PD tid cwndcckssébceuiesbdbeusvthbicsccdeuestnesens re 92, 031 92, 081 

——_—— =a 
Operating gain basis: | 
Gain from operations (item 8 above) _...........-- ac cllcaietichalavath ; 270, 000 70, 000 
Taxable gain from operations (TGO).-.__...............--.---.----------4)} 92, 031 70, 000 
| —_——--—_—--_-__} — 
Maximum deduction allowed by sec. 809(g) for mutual dividends and | | 

for nonparticipating reserve increase _- 177, 960 0 

Taxable income (TGO when less than TIT) _. pencana ; beitriebs | 92, 031 | 70, 0 

ST ——_—__~ 

Net pretax gain from operations (item 10).-......--..-..- ee el 70, 000 | 7, 000 

Tax at 52 percent of taxable income. -._____-- ~emeeeeae ata 47, 856 | 36, 400 
| — 

Net gain from operations after tax... .......-..- pibbdeaienca 2, 144 | 33, 600 

Tax as percentage of net pretax gain from operations..............-| 68 iW] 


| 
| 





Thus, the tax on the participating company is 68 percent of the net pretar 
gain from operations, whereas the tax on the nonparticipating company is 
percent of such gains. The participating company must pay $11,456 more than 
the nonparticipating company even though both companies have the same pre 
tax gain from operations, i. e., $70,000. 

Such a tax discrimination would adversely affect the competitive position 
of the participating companies and their accumulation of surplus generally con- 
sidered appropriate, whatever the kind of company, for the protection of contract 
obligations. 

Accordingly, we believe that H.R. 4245 should be amended by deleting entirely 
the limitation on the deductibility of dividends to policyholders in computing tax- 
able income. Naturally, any partial relaxation of that limitation would reduce 
the extent of the discrimination. In our opinion, an excellent way of achieving 
this relation would be to allow a deduction for 50 percent of any negative dif- 
ference between net gain from operations (computed after a full deduction for 
policyholders’ dividends) and net investment income. 


5. WE APPROVE THE DEDUCTION FOR INVESTMENT YIELD ON PENSION PLAN RESERVES 


When this deduction is fully effective in 1961, it will largely remove the existing 
unfair discrimination against insured pension plans, as compared with trusteed 
pension plans, whose investment income is tax free. 

Although we should like to have this fully effective for 1958, it represents an 
important improvement over existing tax laws. More specifically, this deduc 
tion should be granted because— 

(a) Life insurance companies are being unfairly excluded by existing tax 
law from the pension field which is essentially an insurance operation and 
in which they pioneered. 

(b) Small- and medium-sized businesses and their employees are partict- 
larly penalized by the existing discrimination. 

(c) The proposed tax abatement will be passed along through premium 
adjustments and dividends for the benefit of insured pension owners and 
beneficiaries. 

(d) None of this tax abatement will be reflected in lower premiums of 
higher dividends to the owners of regular individual insurance policies. 
Consequently, the relative competitive position of life insurance companies 
in the market for regular individual insurance policies will remain undit 
turbed by this feature of H.R. 4245. 
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6. EXCESSIVE TAXATION 


The tax revenue on 1958 operations under H.R. 4245 has been estimated at 
shout $550 million. In addition, life insurance companies must pay over $300 
gillion in special State and local taxes on 1958 operations. Together these 
total $850 million. This is close to 6 percent of the total net premium (ie., 

jums less dividends) received in 1958. In other words, about $6 out of 
gery $100 in net premiums paid by the policyholders is taxed away by the 
federal and State Governments. 

We believe this is an unreasonably high tax on thrift. It tends to discourage 
gif-reliance. It can only serve to discourage people from protecting themselves 
and their families through the ownership of life insurance. 


THE CONNECTICUT MUTUAL LiFe INSURANCE CoO., 
Hartford, February 27, 1959. 
Hon. THomas J. Dopp, 
Senate Office Building, 
Washington, D.C. 

Dear Tom: As you know, the serious matter of Federal income tax on life in- 
gurance companies is scheduled for hearings before the Senate Finance Com- 
nittee starting March 3. Because this tax measure has serious implications for 
all life insurance policyowners and beneficiaries and, more specifically, because 
of the unique position of leadership of Connecticut and Hartford as the recog- 
nized insurance capital of the world, your interest in this proposed legislation is, 
Iknow, particularly keen. 

It may, therefore, be of interest and help to you to have the viewpoint of the 
Connecticut Mutual. 

To start with, the House Ways and Means Committee has brought out a bill 
which, overall, is sound from a technical standpoint. Admittedly, this is an ex- 
tremely difficult subject because of the complexities of life insurance company 
operations. These, in turn, are due to the long-range contractual commitments 
which we have with policyowners and beneficiaries, many of these contractual 
guarantees potentially running for a period of as much as 100 years. 

There can be no quarrel either with the fact that there have been some com- 
panies, primarily small speciality companies in which the stock is closely held, 
which have been enjoying a very advantageous tax advantage as compared to 
companies which are more orthodox in their operations and which write the 
usual lines of life insurance and annuity coverage. To this extent, the House 
Ways and Means Committee has done an excellent job. 

However, what has proved shocking to the business is the terrifically increased 
rate of taxation which is being proposed. Estimates are that for the entire busi- 
ness the tax will increase from the $315 million yield had the present Curtis- 
Mills bill been renewed for 1959 to $545 million under the proposed legislation. 
This is an increase of over 70 percent. It is doubtful whether any important 
business or industry has ever before been asked to assume an increased tax bur- 
den of this proportion in any 1-year period. When such an increased tax burden 
is proposed for an institution which is the most poular form of savings in the 
United States and which is already the most heavily taxed form of savings, the 
proposed increase in taxes becomes even more unconscionable. 

About 120 million Americans are owners of life insurance. Obviously, the 
overwhelming majority of these people are of modest income. Furthermore, 
these are people who are endeavoring to provide financial security for themselves 
and their families through their own efforts, thereby relieving other individuals 
and the taxpayers generally from the need of supporting them. 

I know that you are further aware of the great need of our economy for long- 
term savings and capital funds for investment. The small accumulations of 
millions of life insurance policyowners form the greatest pool of savings available 

long-term investments existent in this Nation. It is these long-term invest- 
ments which help to build schools, hospitals, roads, and industrial plants. 
These long-term investments help industry to buy equipment and machinery, 
resulting in greater efficiency of operation and in greater productivity. Such 

Steater productivity, in return, results in more real earnings for the working- 
man and in a higher standard of living. 

You also are undoubtedly aware of the fact that more than 60 percent of the 
life insurance sold and in force in the United States is entrusted to the mutual 
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companies. Therefore, taxes imposed on companies such as ours are direct taxes 
on policyowners and beneficiaries. This company, as such, does not pay 1 cent 
in taxes. Every dollar of our assets belongs to the policyowners and bene. 
ficiaries. Consequently, every dollar of additional tax which this company payg 
is a dollar less than would otherwise be paid to our policyowners and bene. 
ficiaries. 

From this point on, I should like to discuss primarily the tax problem as it 
affects our company. It would be inappropriate for me to speak for any other 
company. I must say, however, that this unfair proposed increase in taxes falls 
with approximately equal force on the policyowners and beneficiaries of all life 
insurance companies, large or small, stock or mutual. And I need not add that 
this company has the highest regard for the other fine life insurance companies 
stock or mutual, operating in Connecticut. a 

The question naturally arises as to what is a fair tax on life insurance policy. 
owners and beneficiaries. First of all, it is necesary to consider just who these 
policyowners and beneficiaries are upon whom this tax is being levied. The 
Connecticut Mutual has somewhat over 500,000 policyowners. The company algo 
has slightly over $4 billion of life insurance in force. On the average, then, each 
policyowner has $8,000 of insurance in force in this company. For this ingyr. 
ance, they pay on the average a premium of about $170 per year. This modest 
amount of insurance represents less than one and one-half times the average ip. 
come of all families in the United States. 

It need not be stated that the Connecticut Mutual, along with all other life 
insurance companies, sees it as its responsibility and duty to pay a fair share of 
Federal taxes for the support of the necessary business of Government. Addi. 
tionally, our companies expect to pay a fair share of State taxes for the support 
of the necessary business of our State governments and for the costs of the State 
supervisory programs of life insurance operations 

Historically, both by Supreme Court decision and by congressional legislation, 
the various States were conceded by the Federal Government to have the major 
right to impose taxes on life insurance operations. Accordingly, for many years, 
taxes paid to the various States far exceeded the taxes paid to the Federal Gov- 
ernment. In more recent years, however, the tax take of the Federal Govrnment 
has increased at an even faster pace than that of the State governments, until 
today taxes paid to the Federal Government are greater than those paid to the 
various States. 

For example, in 1958 the Connecticut Mutual paid taxes, exclusive of real 
estate and special taxes, to the various States in the amount of $2,154,000. In 
the same year, the Connecticut Mutual paid $3,537,000 in Federal income taxes. 
This represents a 50 percent greater tax paid to the Federal Government than 
to the various States. 

Although the tax increase for all companies under the proposed legislation 
would be over 70 percent, the tax impact on the Connecticut Mutual would be 
even heavier. Under the previous law, we would pay on 1958 operations 
$3,850,000. Under the proposed law, our Federal tax would be $7,163,000, an 
increase of 86 percent. 

What, then, is a fair tax on these policyowners? There can be no definitive 
measure of a fair tax, but there are at least two yardsticks which can be used to 
measure the fairness of such taxes. 

The first of these yardsticks is to compare taxes on life insurance savings 
with taxes on all other forms of savings. It has already been pointed out that 
life insurance is the most popular form of thrift, with some 120 million Americans 
owning one or more policies of life insurance. Life insurance reserves, repre 
senting the savings of these individual policyowners, are greater than the total 
individual savings accounts in all banks and more than the total of savings it 
savings and loan associations. 

Life insurance is already more heavily taxed than any other form of thrift 
Indeed, the income from life insurance funds is already taxed three times a8 
heavily as the average income from 19 other forms of thrift and savings. On this 
basis of comparison, it is clear that life insurance is already paying more than 
its fair share of the tax burden which it is now proposed to increase by aa 
additional 70 percent. 

There is one other comparison which would seem to be very valid. In& 
mutual company such as this, dividends have been paid to our policyowners for 
each of the 113 years since the company was founded. These dividends are paid 
from the savings resulting from careful selection of risks, from efficiencies and 
economies in operation of the company, and from interest earnings beyond those 
required for the fulfillment of our long-time contracts with policyowners and 
beneficiaries. In large measure, these dividends are a refund of premiums paid 
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py the policyowner. However, there is an element of income to the policyown- 
ers, specifically that resulting from the excess of interest earned on policyowners’ 
fmds over and beyond the rate of interest required to meet the company’s con- 
fractual obligations to its policyowners and beneficiaries. If it were practical 
todo so, the Federal income tax could be imposed on each policyowner and bene- 
fdary individually on that amount of real income which he receives from his 
jife insurance dividends and interest payments. If such taxes were paid by the 
ipividual policyowners and beneficiaries, we have estimated that these taxes 
gould amount to, roughly, a little less than $2,500,000 for Connecticut Mutual 
plicyowners and beneficiaries. This compares with the $3,850,000 which the 
company normally would be paying in Federal income taxes in 1959, and with 
the $7,163,000 which the company would pay if the proposed tax revision becomes 
law. 

On this latter basis, then, the policyowners and beneficiaries of the company 
gould be paying over 180 percent more in taxes through the tax imposed on their 
company than they would pay through a tax imposed on them individually. 

How can relief be attained, while at the same time still increasing the tax yield 
tothe Government and maintaining equity between all types of companies? 

FLR. 4245 should be amended. This could be done by using a 5-year individual 
empany average for computing the reserve interest deduction so as to treat each 
company individually and avoid basing the tax on industrywide averages which 
favor some companies and penalize others. 

It should also be amended by allowing mutual companies proper deductions of 
any deficit that may arise if operating gains fall short of investment income. 

Such amendments would still leave the Treasury with about the same tax take 
as they would receive if the 1942 law became effective. Such a tax take would, in 
itself, increase the tax burden on life insurance companies by a far greater extent 
than would seem reasonable. 

l apologize for having written in such detail. On the other hand, I know of no 
briefer way of dealing with what is admittedly a very complex and a very impor- 
tant problem. It is, of course, my hope that you will agree with the viewpoints 
expressed above and that you will work toward a fair mitigation of the proposed 
tax burden 

My very best regards to you. 

Most sincerely, 
CHARLES J. ZIMMPRMAN, President. 


NATIONAL ASSOCIATION OF Moror Bus OPERATORS, 
Washington, March 5, 1959. 
Re H.R. 4245 
Hon. Harry FLoop Byrn, 
Chairman, Committee on Finance, 
Senate Office Building, Washington, D.C. 

Deak SENATOR Byrp: The National Association of Motor Bus Operators is the 
national trade association for the intercity motorbus industry. It serves as 
spokesman for nearly 1,000 companies which account for about three-fourths of 
the intercity motorbus transportation in the United States. 

On behalf of these companies, especially the smaller companies of this group, 
we should like to call your attention and endorse the provisions of section 805(c) 
ofthe Life Insurance Company Income Tax Act of 1959 (H.R. 4245), relating to 
adeduction for investment yield of pension plan reserves. 

This association is in complete agreement with the following statement which 
appears in the report of the Committee on Ways and Means accompanying H.R. 
4245 : 

“The more favorable treatment cf qualified pension and profit-sharing business 
is believed necessary in view of the fact that the net investment earnings of a 
qualified pension or profit-sharing trust are completely exempt from tax while 
they are accumulated in the trust. Generally speaking, it is the smaller employ- 
ts who forced to set up insured pension plans rather than trusted pension plans 
becase of the higher risk and higher expenses connected with the operation of a 
mall trust. A higher tax on these earnings in the hands of insurance companies 
than in the hands of trustees would generally be discriminatory against small 
businesses.’ 

We followed with interest the testimony presented on this bill before your 
cmmittee on March 3. This testimony concerned two additional facets of sec- 
tion 805(c) on which we would like tocomment. We urge that the deduction for 
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investment income on qualified pension plan reserves be made effective immedi. 
ately rather than in successive steps between now and 1961. This aspect wa; 
discussed by Senator Kerr and Mr. Lindsay. 

We also endorse the statement of Mr. Carrol M. Shanks, president of the Pry. 
dential Insurance Co, of America, which urged that the provision be modified to 
insure that capital gains derived from qualified pension funds also be exempt 
from tax. 

It is our feeling that the enactment of section 805(c) will be of substantig) 
assistance to the smaller companies in our industry and that such enactment wij] 
remove a substantial number of the inequities between funded pension plang ang 
trusted pension plans. 

Cordially yours, 
A. W. Korner, Secretary-Manager, 


MortGaGe BANKERS ASSOCIATION OF AMERICA, 
Washington, D.C., March 5, 1959, 

Re H.R, 4245. 

Hon. Harry F'Loop Byrp, 

Chairman, Committee on Finance, 

U.S. Senate, Washington, D.C. 


Dear SENATOR Byrp: The Mortgage Bankers Association is an association 
of over 2,000 members drawn from life insurance companies, savings and ¢on- 
mercial banks, fire and casualty companies, abstract and title companies, trust 
companies and private investment funds investing a substantial portion of their 
assets in first liens on real estate, and mortgage companies whose principal 
business is the originating, financing, closing, selling, and servicing of mortgage 
loans on real estate. 

The association is concerned about the proposal to increase by a substantial 
amount the Federal income taxes to be paid by life insurance companies. 

The association’s concern arises from its intimate knowledge of the vital 
part played by life insurance companies in providing funds for the financing 
of the Nation’s homes and from its fear that a substantial increase in Federal 
taxation will adversely affect the availability of funds for this purpose. Its 
reasons for apprehension are the following: 

1. A substantial tax increase may raise the cost of life insurance and hence 
diminish the popularity of life insurance as a medium for savings and the total 
amount of funds available for investment from this source. 

2. An increase in the amount of tax paid by life insurance companies will b 
certain to force the pension accounts of these companies into the tax-sheltered 
area of trusteed operation, from which the mortgage market receives little 
benefit. 

3. An increase in taxes will divert a significant volume of life insurance 
investment from taxable obligations, including mortgages, to tax-exempt 
securities. 

The members of this association have themselves experienced the depressing 
effect on insurance company investments in mortgages when other forms of 
long-term obligations are available, the yield on which is equal to, or greater 
than, that which can be obtained from mortgages. If in addition to these normal 
competitive forces, an insurance company is faced with a substantial increase 
in taxes if it invests in mortgages, and the ability to avoid such tax increases 
entirely if it invests in tax-exempt obligations, we are certain that the amount 
of money flowing into mortgages will be immediately curtailed in a very sub 
stantial manner. 

In view of these considerations, the association believes that the question 
may be seriously raised as to the probability that the increase in revenue to be 
obtained from this source may in the end be much less than expected and that, 
instead, the final result may be to the detriment of the economic expansion of 
the country, which life insurance companies have so effectively served in the 
past. 

Sincerely yours, 


Samuet E. Nest. 


(Whereupon, at 5:25 p.m., the committee took a recess, to reconvene 
Wednesday, March 4, 1959, at 10:10 a.m.) 
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WEDNESDAY, MARCH 4, 1959 
USS. Senate, 


COMMITTEE ON FINANCE, 
Washington, D.C. 

The committee met, pursuant to recess, at 10:10 a.m., in room 
9991, New Senate Office Building, Senator Harry Flood Byrd (chair- 
man) presiding. 

Present: Senators Byrd, Kerr, Frear, Long, Douglas, Gore, Tal- 
madge, Williams, Carlson, Bennett, Butler, and Curtis. 

Also present: Elizabeth B. Springer, chief clerk; Colin F. Stam, 
chief of staff, Joint Committee on Internal Revenue Taxation. 

The CuarrmMan. The commitee will come to order. 

The first witness is Mr. Richard C. Guest, Massachusetts Mutual 
Life Insurance Co. 

Mr. Guest, will you come forward. You may proceed, sir. 


STATEMENT OF RICHARD C. GUEST, VICE PRESIDENT, MASSA- 
CHUSETTS MUTUAL LIFE INSURANCE CO., SPRINGFIELD, MASS. ; 
ACCOMPANIED BY CHARLES BRIERLEY, SECOND VICE PRESI- 
DENT, MASSACHUSETTS MUTUAL LIFE INSURANCE CO. 


Mr. Guest. I am Richard C. Guest, vice president and a director 
of the Massachusetts Mutual Life Insurance Co., of Springfield, Mass., 
lam a fellow and a past president of the Society of Actuaries. I 
served as a representative on the five-man team made up of two asso- 
ciation staff men and three company men who worked with your staff 
and the staff of the Treasury at the request of Secretary Humphrey. 

[have with me Mr. Charles Brierley, second vice president of the 
Massachusetts Mutual, to help me answer any questions which you 
may wish to ask. 

My company favors the enactment of H.R. 4245 with but little 
change largely in detail. On the whole it is a fine approach to a very 
dificult problem in design and draftsmanship. My testimony will 
deal with two or three requirements involving no general change in 
form. 

_ (1) Deduct rate: We believe that, in making changes in the orig- 
inal revaluation approach discussed at the hearings in November, to 
produce more revenue, the deduct rate has unfortunately emerged 
ina defective form. In writing a life insurance tax bill de novo, 
we think it would be regrettable to continue the use of interest rates 
(a) depending upon discretionary actuarial assumptions sometimes 
made many years ago the use of which introduce discrimination, and 
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(5) an industry average rate introduced merely to alleviate the dis. 
crimination caused by the use of (a) both of which are subject to dis- 
cretionary manipulation to save taxes. 

(2) Burden on savings: Moreover the resulting burden, we believe, 
is altogether too heavy on the savings of millions of policyholders, 

(3) Five- year average recommended: We recommend the use of 
an individual ompany 5-year average deduct rate in place of the 
deduct rate now in the bill for the following reasons: 

a) The tax on savings would be more equitable and less onerous, 

(6) The deduct rate could not be manipulated. 

(c) The deduct rate would relate to each individual company. No 
industry average would be involved. 

(d) The use of a 5-year average would avoid fluctuations. 

(4) Insured pensions: We are indeed pleased to see that this well- 
designed bill includes provisions to reduce the disc ‘rimination against 
insured pension plans. Just for the record, we are stating briefly four 
important considerations in relation thereto: 

(a) Existing large plans are rapidly going on the tax-exempt trus- 
teed unguaranteed basis. 

(5) The extra cost to small are ies who cannot take the chances 
involved in uninsured plans is over 7 percent in discriminatory tax 
cost under the 1955-57 stopgap law. It would have been much larger 
in the new law if these provisions had not been included. 

(c) Continuance of this discrimination in a new tax law would 
be self-defeating since the proportion of trusteed plans is increasing 
so fast that the tax on the remaining small plans would soon have be- 
come inconsequential. 

(d) The extraordinarily keen competition between insurance com- 
panies and trust companies as well as the insurance intercompany 
competition usually involving in all cases, large cases, multiple bids 
will guarantee that any tax savings will quic kly reach the buyers of 
such plans and cannot possibly affect the costs of other insurance cov- 
erage. 

(5) Deductibility of policyholder dividends: In the bill, dividends 
to Sacameitaes are deductible so long as the gain from operations 
exceeds the taxable investment income. On the other hand when the 
total gains are less than the taxable investment income they are not 
deductible. It is difficult to see why dividends should be fully de- 
ductible in the first instance and nondeductible in the second. "This 
nondeductibility in the second instance has an undesirable and un- 
fair result. It virtually prevents the deductibility of operating losses 
however heavy from the taxable income of mutuals or stock com- 
panies who have a substantial amount of participating business. This 
discrimination against mutuals should be eliminated. 

Here I wish to make a comment having to do with the report of the 
Treasury Department. In the Treasury testimony, it is stated that— 

If the net operating gain is less than the taxable investment income or if 
there is an actual net operating loss, the bill provides for the appropriate recog- 
nition of underwriting losses. 

The paragraph means that dividends are deductible to arrive at an 
additional tax provided “taxable investment income” exceeds the gain 
from operations but they are completely nondeductible in case the 
gains fall short of the “taxable investment income.” 
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In 1958 our normal addition to surplus was $6 million. We would 
have had to suffer $23 million of extraordinary losses—— 

Senator Kerr, May I ask if you are still res ading from the Treasury 
report / 

Mr. Guest. I am commenting on the Treasury report. 

Senator Kerr. I was a little confused, 

Mr. Guest. Yes; 1 am still commenting on the Treasury report. 

We would have had to suffer $23 million of extraordinary losses in 
the year 1958 before beginning to get our first dollar of tax relief un- 
der the bill as now written. This peculiar characteristic of the meth- 
od of arriving at the “actual net operating loss” would be practically 
disastrous to small mutual companies, 

That is the end of my comment. 

This discrimination against mutuals should be eliminated. 

That the full implication that dividends should be fully nondeducti- 
ble in any phase of the bill was not intended by the Ways and Means 
Committee is indicated by the statements of Chairman Wilbur Mills: 

I would like to observe that this deduction of policyholder dividends is from 
the company’s standpoint merely a matter of price reduction 
and— 


part of it [the dividend] is a return to the policyholder of an excess premium 
that the same policyholder was required to contribute when he joined the mutual 
organization. 


This situation can be overcome by a simple amendment like that in 
appendix (A). 

The amendment in the appendix is merely illustrative, it has not 
yet been carefully examined by any outstanding drafting lawyers. 

The bill prov ides for taxation of 50 percent of the excess of operat- 
ing gains over taxable investment income. The amendment would 
provide a corresponding deduction of 50 percent of any amount by 
which operating gains fall short of the taxable investment income. 
In either case dividends would be fully deductible. 

I have a suggestion on a small company allowance. 

It is also suggested that there be included in the amendment a 
special small company allowance of an extra 50 percent of any amount 
by which the gains from operations fall short of the taxable inv est- 
ment income up to an amount not exceeding $50,000 of taxable in- 
come. Stated another way, there would be ‘allowed a deduction for 
100 percent of the first $100,000 of shortages and 50 percent. there- 
after. 

In judging the desirability of the amendment we might consider two 
requirements : 

1, Again quoting Chairman Wilbur Mills: 

* * * to lay to rest the argument that this bill gives mutual companies an un- 
warranted tax advantage over stock companies in allowing a deduction for policy 
_— 

To restore a reasonable tax deduction of extraordinarily heavy 
oe | in both stocks with participating business and mutuals, 

I believe we can all agree with Mr. “Mills that dividends to policy- 
holders are essentially price adjustments. That policyholder divi- 
dends represent a return of premium overpayments, and not profits, 
has been recognized many times by the courts, the State legislatures, 
and even by Congress. 
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Thus in the well known case of Mutual Benefit Life Insurance Go, 
v. Herold (198 Fed. 199 (D.C. N.J. 1912), affirmed 201 Fed. 918 (C4, 
3, 1913), certiorari denied 231 U.S. 755), the Court said: 

This excess payment represents not profits or receipts but an overpayment— 


an overpayment because, being entitled to his insurance at cost and having 
paid more than it cost, he (the policyholder) is equitably entitled to have gue) 


excess applied for his benefit. 

In Penn Mutual Life Insurance Co. v. Lederer (252 US, 593 
(1920) ), the Supreme Court said : 

It is of the essence of mutual insurance that the excess in the premium over 
the actual cost as later ascertained shall be returned to the policyholder. 

Moreover, in 35 States policyholder dividends are allowed as a 
deduction from gross premiums in computing premium taxes, recog. 
nition of the fact that such dividends are a return of premium over. 
payments. Congress itself has made this same recognition by ex- 
pressly providing in the District of Columbia premium tax statute 
that all dividends are to be deducted in determining the premiums to 
be subjected to tax. 

In the following short, simple table No. 1, there is a demonstra- 
tion that nonparticipating premiums differ very little from the aver. 
age net cost of participating insurance after dividends have been 
deducted. Hence, as a matter of experience, we see that dividends are 
in effect price adjustments to make it possible for mutual companies 
to use adjusted prices which will permit them to compete with non- 
participating premiums. 

Appendix B demonstrates that even in a company with the highest 
level of reserves, and the highest level of surplus in the business, if 
such a company should elect to pay out <a year in the form of 
policyholder dividends all of its current earnings except enougli to 
pay its Federal taxes the tax advantage gained hendoe would be 
small, 

This amendment should now be examined as to the two criteria set 
up earlier in this testimony in the light of the foregoing demonstra- 
tions and citations. 

By the way, the table covers historical data. I also examined the 
illustrative scales relating to business issued in 1958, and I founda 
similar situation exists on the basis of illustrations purporting to 
show what the costs might be in the future as compared with non- 
participating premiums. 

The result is quite parallel to the table. 

The Cuarman. The table will be inserted in the record. 
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(The table referred to follows :) 


TaBLe I.—Policyholder dividends are price adjustments 


I(A), AGE 35, ISSUED IN 1928! 


xf 


Whole life 


20-pay life 


Premium Average Premium Average 
} cost 





Mutuals, 20-year average 
Non-par - - 





I(B), AGE 35, ISSUED IN 1938? 


Mutuals, 20-year average _ - .- 27. 64 20. 63 | 37.05 | 


Non-par - - sides | 21.77 + 











Mutuals, 10-year average 39 | | 33. 
Non-par - Ideisiodi | 22. ’ Tk 47.98 


1 Figures, where possible, based upon 10 typical mutuals including the mutual which has been particularly 
noted for its low net costs. 

t Figures, where possible, based upon 12 stock companies including the 3 largest stock companies. 

}Non-par figures adjusted for difference in valuation standards where necessary. 


Mr. Guest. Requirement No. 1: It has been demonstrated that over 
any substantial period of years the participating price-adjusted costs 
are very close to the nonparticipating premiums of the same period. 
It has also been demonstrated that the temporary tax saving which a 
company might make by paying out all current earnings except enough 
to pay the Federal tax is small. No competent trustworthy manage- 
ment of a mutual life insurance company would impair the financial 
strength of its company by foolishly paying out $4 in order to save 
$1 in tax. Moreover surplus could not be reestablished in the future 
except after heavy corporate taxation. 

Requirement No, 2: The amendment would reduce by 50 percent 
although it would not remove the discrimination against participating 
insurance. 

Appendix B shows the amount by which in the calendar year 1958 
the taxable investment income exceeds the gain from operations in a 
number of specific small companies distinguished by letters rather 
than by corporate names. It is to be expected that small mutuals 
and small stocks operating wholly or in part on a participating basis 
must pay policyholder dividends reasonably competitive with non- 
participating costs and participating price-adjusted costs in order to 
stay in business and progress. Because of their size, it will not be 
unusual for such small companies to have relatively large losses which 
should be deductible before taxes through an amendment like that in 
appendix A. 
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Appendix C is a corresponding table including larger companies, 
Because the larger companies have a greater spread of risk, and are 
more stabilized in organization and development, it is to be expected 
that an amendment such as in appendix A will have a very moderate 
permanent impact and only occasionally a significant imapct in the 
event of great catastrophes such as the Texas City chemical explosion, 
a sudden and unexpected large change in morbidity rates as was ex- 
perienced in 1957, or suddenly severe mortality such as in the influenza 
epidemic. 

Now some remarks on the deduction of the 2 percent of group 
premiums within the specified limit. 

Since this 2 percent deduction is required by New York State and 
Missouri so that it is applicable quite generally to the industry, al- 
though it is not included in the definition of reserves in this bill, it 
is nevertheless quite similar in character. Hence, it should be treated 
within the bill as closely as possible as if it were a reserve. The bill 
provides for taxation of 50 percent of the excess of operation gains 
over taxable investment income. The amendment would provide a 
corresponding deduction of 50 percent of any amount by which op- 
erating gains fall short of the taxable investment income. In either 
case there would be a full deduction of the 2 percent of group 
premiums. 

As to proposed extension of the loss carryover for newly organized 
companies. It is our recommendation, as I believe it is the recom- 
mendation of all companies, that in the case of recently organized 
companies or newly organized companies the loss carryover feature 
be extended to 15 years from the date of organization, as it would 
apply to the taxable years intervening between the effective date of 
H.R. 4245 and the expiration of the 15 years from the date of the 
organization of the new company. 

Now some remarks on my own company’s proportion of the total 
proposed taxload. 

It seems to us that the taxload of an individual company should 
be closely related to what we call adjusted gross receipts. We de- 
fine adjusted gross receipts as the premiums less the policyholder 
dividends, if any, plus the investment income. 

Upon examination we find that based upon H.R. 4245 our tax 
would be 1.60 percent of the total tax burden of about $560 million 
whereas our adjusted gross receipts amount to only 1.36 percent of 
the industry total adjusted gross receipts. 

The introduction of a 5-year moving average as a deduction rate 
as recommended in this testimony would result in our proportion 
of the total taxload being 1.52 percent. In other words, applying 
this measure to either the original bill, or the bill as we recommend 
that it be amended as to the deduction rate, calls for a taxload on 
my company larger than our proportionate share. 

At. this point, I would like to put in another comment having to 
do with this same question. 

The Cuarrman. Without objection. 

Mr. Guest. On this question of our proportionate taxload, I have 
the following statement: To judge the discrimination in any of these 
tax laws, I will use a rough illustration based upon my own company. 
Our tax under the 1942 law is just about $1.50 per thousand of in- 
surance in force, including group insurance. 
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At this rate the total tax on the industry would be $750 million on 
the total $500 billion of insurance in force. 

If we used a rate of a dollar and a quarter per thousand, much 
lower than our rate, to take a count of the high proportion of group 
insurance and term insurance in the industry figures, the total tax 
would be $625 million. Hence, we believe the 1942 law should never 
be permitted to be used. There is need for a new law to avoid this 
tax discrimination, and the new law should become effective imme- 
diately. ; 

Now, I have a comment about capital losses. 

The life insurance business has an almost unique problem in con- 
nection With the tax treatment of capital losses. Perhaps this could 
be better illustrated by an example. Let us assume that a life in- 
surance company is paying Federal income taxes at the rate of $10 
million a year. Let us also assume that, in an extreme period of 
economic crisis, the company experiences capital losses at the rate 
of $10 million per year for a period of 5 years, and this could readily 
happen. Obviously, there is no possibility whatsoever that the com- 
pany could experience capital gains during the various 5-year carry- 
over periods sufficiently large to offset these staggering capital losses. 

The time is too short for you to give this very important question. 
adequate consideration. We respectfully suggest that you put this 
matter on your agenda for early consideration. 

I am sure that the staffs of our associations and of our companies 
will be most happy to cooperate with you in that connection. 

(The material previously referred to follows:) 


APPENDIx (A) 
Drarr AMENDMENT 


LIMITATION ON CERTAIN DepuctTions.—lIf the gain from operations computed 
without any deductions under paragraphs (3), (6), and (7) of subsection (d) 
exceeds the taxable investment income, and such deductions taken without 
regard to this paragraph would reduce the gain from operations below the tax- 
able investment income, then the gain from operations shall be an amount 
equal to the amount of the taxable investment income reduced by 50 percent 
of any excess of such taxable investment income over the gain from operations 
which would result if the deduction under paragraph (6) of subsection (d) 
were limited to $100,000. 

If the gain from operations computed without any deductions under para- 
graphs (3), (6), and (7) of subsection (d) is less than the taxable investment 
income, each of the said deductions shall be allowed only to the extent of 50 
percent of the amount allowable without regard to this paragraph, and the 
deduction under paragraph (6) of subsection (d) shall be further limited so 
a8 never to exceed $50,000. 

In computations under this paragraph, a loss from operations shall be con- 
sidered as a negative gain from operations. 
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APPENDIX (A) 
ALTERNATE DraFr AMENDMENT 


(g) LamiraTion ON CERTAIN DEDUCTIONS.— 

(1) In GeneRaL.—The amount of the deductions under paragraphs (3), 
(6), and (7) of subsection (d) shall not (after the application of subsection 
(f)) exceed the greater of the following amounts: 

(A) $100,000; or 

(B) the sum of— 

(i) the excess, if any, of (a) the gain from operations for the taxable 
year computed without regard to such deductions, over (0b) the taxable jp. 
vestment income for the taxable year, and 

(ii) the lesser of (@) 50 percent of such deductions computed without 
regard to this paragraph ; or 

(b) 50 percent of the excess, if any, of such taxable investment income 
over the gain from operations for the taxable year, computed without 
regard to this paragraph. 

In computations under this paragraph (1) a loss from operations shall he 
treated as a negative gain from operations. 


APPENDIX (B) 


Federal income tag bases and dividends to policyholders, mutual companies, 1958 














Taxable | Gainfrom | | Dividends | 
investment operations (1)—(2) | to policy- (3)+(4) 
Company income | holders 
(1) (2) (3) (4) (5) 

$523 | —$1, 456 $1, 979 | $1, 458 | $1% 
1, 507 | 1, 283 224 | 2, 095 | il 

223 | 193 | 30 558 | 5 
1, 398 —729 | 2,127 | 2, 562 | 8 

68 | 50 18 155 | 12 
3, 110 1, 572 | , 538 8, 200 | 9 
4, 621 | 3, 737 | 884 7, 523 | 12 
6, 787 3, 669 3, 118 12, 853 | a 

984 | 675 | 309 | 1, 095 | a 
7, 797 5, 704 2, 093 10, 424 | 2 

962 | 501 461 | 2, 607 8 





6,707 | 5, 157 | 1, 550 | 11, 162 i 
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APPENDIX (©) 


federal income tar bases and dividends to policyholders, mutual compamies, 1958 


[Thousands of dollars] 














Taxable Gain from | Dividends 
investment | operations (1) —(2) to policy- (3)+ (4) 
Company income holders 
(L) (2) (3) (4) (5) 
—————q—————r- aie eaepseaiasiaippson 
TE oc scnenicichopinient | $893 $1, 161 | 0 ee 
Ne ee 332 631 0 Ore Js.L.... 
or. i Se a 9, 342 7, 191 $2, 151 17, 234 $12 
hc. ae cael 523 | —1, 456 1, 979 1, 458 136 
—_--- paneyrente | 1 507 | 6 | . a ‘ 
"Ca aa 1, 398 | -729 | 2,127 | 2, 562 83 
i or 13, 785 | 10, 755 | 3, 030 28, 235 rm 
Soe ; a aaiiiil 68 | 50 18 155 
ee aiaka Mg cid sildeods 83, 700 | 64, 900 | 18, 800 166, 600 ll 
ee. = adaiapianbiceaa 1, 738 | 2, 249 0 I nce heesctainial 
a... 3 a 3, 110 | 1, 572 | os ae . 
~~ Het 75 . 
ss : as 23 041 28, 700 | 24, 332 92, 507 | 26 
ad Beiekcs 17, 000 7,610 | 9, 390 36, 960 25 
eee — 138, 845 115, 809 23, 036 310, 380 7 
. 1, 583 1, 704 0 \ 5 Sis bbiddes 
: earl sures tenigsde 14° 800 | 8, 700 | 6, 100 29, 900 | 20 
el : 28, 400 | 19, 800 | 8, 600 44, 985 19 
T 20, 700 | 13, 952 | 6, 748 33, 326 20 
U 59, 375 | 52, 245 | 7, 130 110, 105 | 6 
aa 38, 000 | 32, 500 | 5, 500 82, 000 | : 
— icon] HAMM] RRB) BB) TD ‘ 
edi. m Lakes 6, 787 | 3, 669 | 3, 118 12, 853 24 
ae . . 130, 700 | 74, 000 56, 700 | 305, 400 19 
me... a 970 | 986 | 0 | PRU. 
3 yee rm wef ao _ 
2 78 ‘ Om ; 
DD. Ls. ' 7, 797 | 5, 704 2, 093 10, 424 20 
a ; 3, 181 4, 147 | 0 | neces 
ee "962 501 | 461 2, 607 | 18 
isecnccdenesenence-cecocnnees _ 7 | 5, 157 | 1, 608 11, 162 | 14 
a. o~s- ere 296 | RN ine ens 
Re ns 671, 008 | 486, 097 | "188, 089 "1, 372, 988 14 





APPENDIX (D) 


Demonstrates the small temporary tax saving the strongest mutual could 
make by paying out all current earnings except enough to pay Federal income 
taxes based upon a large mutual which has an average valuation rate of 2% 
percent and a surplus of over 9 percent of liabilities. All figures were prorated 
down so that the taxable investment income in this table is $1,000. 





DeamemGe. Le: MOSTRAR ORI hogan ns eth ecisebn stp epeereictamsmane $2, 000 
2. 2 percent of group life and A & H premiums_-_------~------~~-----. 100 
3.10 percent of increase in nopar reservesS___.........--..---.--..-- 0 
4, Metab cee ee Lie ee eee ie 2, 100 
® Phase I taxable investment income... ..n0nos sein emi ne cewene *1, 000 
I I eal * 333 
7, Excess of phase I over phase II computed without limitation on 

no ai aad ata en ace alin eee eee ane aie to moe ad htt ag te eet cece etiam 667 
8 Deduction (lesser of % of (7) or % of (4) )?_------------------ a) 28 
em ata a ik ce ee 667 
I eee, 833 
iT Ce 167 


*Based upon H.R. 4245 using 5-year average earned rate for the “deduct rate” and using 
0 percent instead of 52 percent for easy arithmetic. 

$333 or one-half item 7 is the lowest operation gain before tax that the company can 
Permit and still have the $333 necessary to pay the $338 tax on $667 in item 9 from current 
surplus earnings. 

*Assuming all of item 4 is deductible to determine the “gain from operations” in item 5 
and a deduction allowed amounting to one-half the excess of the “taxable investment 
income’ over the “gain from operations,” item 5 
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The Cuatrrman. Thank you very much, Mr. Guest. Are there any 
questions ¢ 

Senator Caruson. I have a question. 

As I looked over your table, I noticed you have whole life policies, 
you have 20-year pay life policies, and 20-year endowment, and yoy 
have broken that down on premiums and rates and costs. 

I am interested in finding out whether the dividends that are paid 
to policyholders of a mutual company contain any interest or other 
investment income. 

Let us assume this situation : 

Policies with premiums payable for 20 years, and then the policy 
is paid up for life with no more premiums payable after the end of 
the 20th year. Now, dividends are paid every year, and suppose we 
are in the 30th year, dividends have been paid for 10 years after the 
last premium was paid. Now, during the last 10-year period, will 
not the dividends be paid out of interest or other investment income! 

Mr. Guest. In my company, and in most companies, there is con- 
sideration given in the premiums themselves for the fact that there 
will be a price adjustment in that period following the time when 
the policies are paid up. So that there is income which appears as 
taxable income there. But it is offset in another year by a compen- 
sating price adjustment. 

There were several questions yesterday having to do with price 
adjustment, and with your permission, [ would like to anticipate 
questions of this type by reading this short statement, which is better 
than I could give extemporaneously. 

Senator Cartson. I would certainly appreciate any help I can get 
on it, because to me it is a problem. 

Mr. Guest. Statistically, dividends are revealed to be simple price 
adjustments. In my company, when the actuaries calculate nonpar 
rates for riders, they test these rates as do the stock companies by the 
use of projected earned rates. When they calculate participating 
rates os executives ask that the proposed rates be revealed in two 

arts for a few typical ages: One, the minimum cost involved which 
is essentially a nonparticipating cost premium ; two, the price adjust- 
ment for participating operation. 

This price adjustment for participating operation is set by joint 
discretionary action outside of the province of the actuary, himself, 
considering the actuary’s minimum and corresponding competitive 
nonpar rates. 

Our president is an actuary who spent many years of his life ina 
stock company issuing predominantly nonparticipating business. 

Senator Cartson. Mr. Guest, I can easily understand that premium 
adjustments can be made during the years when you pay premiums, 
but the question I was asking is where you get the money to pay the 
dividends, following the expiration of the premium payments which 
you can leave in a company to build up the value of the estate, or you 
can withdraw. You have been helpful, but I am not sure I see it yet. 
Again I come back to the company interest—— 

Mr. Guest. The premium includes a price adjustment margin, and 
the effect of that is that the tax impact of that adjustment appears at 
one time, whereas it is offset at another time. 
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The impact is there. The adjustment is there, but it does appear in 
different years of the tax returns with a result on the average basis in 
accordance with the price adjusted premiums. 

Senator Cartson. That isall, Mr. Chairman. 

Senator Bennett. May I pursue that just a minute? 

Taking two examples, take the case of the man who dies 1 day before 
the policy becomes due, and he draws dividends only up to the actual 
termination date of the policy, then he gets less of an adjustment in 

rice, because you still have some of his overpayment left to you. 

If, in fact, the man who lives and allows dividends to accumulate, to 
build up for 10 years more, or 20 years more, you can still consider this 
added accumulation is a return of excess price. 

Now, are you saying that is the kind of thing that averages itself 
out in your overall calculations ? 

Mr. Guest. Yes, Senator Bennett. 

In the probabilities we have to consider the accidental death loss 
rates, the morbidity loss rates and we have to take into account the 
probability of the continuance of the policy in force. We say we use 
the lapse rate in that connection, and where we get a divergence like 
you have mentioned, Senator Bennett, the lapse rate has to be consid- 
ered in balancing out the condition you mentioned. 

Senator Bennetr. Then, in effect, you expect that if you could take 
a period in time, 5 years, 10 years, and average the total of the divi- 
dends paid in that period and relate them to the premiums paid, or 
deduct them from the premiums paid, that would, in effect, bring those 
premiums into balance with the nonparticipating premiums, but with 
respect to a particular policy, to a single policy, some of those whom 
you would insure on a participating basis will not in effect recover the 
overpayment, while others will actually recover more. 

Mr. Guest. That is right, this is a corporate tax and not an individ- 
ual tax, and when we use the averages in the operation of the corpora- 
tion we arrive at a balance which is sound from the standpoint of 
corporate taxation. 

Senator Bennerr. Thank you very much. 

The Cuarrman. Mr. Guest, what is your estimate of the loss of 
revenues—— 

Mr. Guest. You mean the all-industry loss? 

The Cuarrman. No; loss of revenue to the Government in the pend- 
ing bill by your suggestions. 

Mr. Gurst. The figures that I have available indicate that the 
revenue under H.R. 4245, without amendment, would be about $558 
million. 

A shift to the 5-year average rate for the deduct rate would repre- 
sent a cost in revenue of $44 million. 

The introduction of the 50 percent factor in the negatives having 
to do with step 2 in participating business would cost $35 million, 
making a total of about $79 million. 

The Cuamman. Are there any further questions? 

_ Senator Kerr. In your statement, Mr. Guest, you bring a new word 
into the picture to me, and I am sure it is the mght word, and I just 
wanted to know a little more about it. Morbidity rates. “Sudden 
and unexpected large change in morbidity rates.” 

Is that word used to refer to a contingency in your actuarial caleu- 
lations made necessary by the possibility of excessive tragedies ? 
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Mr. Guest. I apologize for using a word which is idiomatic in the 
insurance business. 

Senator Kerr. It is in the dictionary; I have looked it yp, 
{[Laughter.] But here is what the dictionary says, “Morbid state or 
character,” and I didn’t think you were pointing that pistol at this 
committee. [Laughter. | 

Mr. Guest. I assure you I was not. 

Senator Kerr. Nor describing the envirohment in which you find 
yourself, but it is the first time I had heard it. 

Mr. Guest. It might be appropriate in this later connection, 

Senator Kerr. Well, I was wondering. 

Mr. Guest. We use it in connection with the whole field of sickness 
insurance. I intended to cover the situation which existed in 1957 
when at least the same number of people became sick; and because 
there was more insurance more and more of them took advantage of 
hospital care, which meant extraordinary increases in cost; where they 
just became conscious of the possibilities —— 

Senator Kerr. You mean that your policyholders just became con- 
scious in 1957? [Laughter. | 

Mr. Guest. They become more and more conscious as the years go 
on of the benefits which we have to give them, and they become more 
and more conscious of the great possibilities of what we call our major 
medical coverage, and people who become sick and have long hospital 
periods and have heavy medical costs can run up an individual claim 
to as much as $5,000 or $10,000. 

Now, those claims have been going up very rapidly. Moreover, the 
eost of hospitalization is going up rapidly, and I am sorry to =ay that 
in the medical profession there are those who ch: arge extra fees be 

cause there is insurance which will take care of the extra fees on top 
of what would be normal fees for surgery without insured coverage. 

Those are the things that I meant to cover by this possibly mis- 
placed word, although it has idiomatic standing in our business. 

Does that answer your question, Senator Kerr? 

Senator Kerr. I am sure it does. I am just sure it does or you 
would not say it would. [Laughter.] 

Mr. Guest. Thank you very much for the confidence you place in 
me. 

Senator Krrr. When it is transcribed I am going to read it very 
carefully and see if I cannot find enough in it to convice me. 

Further, in reference to the deduction of 2 percent of group pre- 
miums within the specified limit, the last two sentences, the amend- 
ment would provide a corresponding deduction of 50 percent of any 
amount by which operating gains fall short of the taxable investment 
income. 

In either case there would be a full deduction of 2 percent of group 
premiums. 

If I understood the witness who preceded you, he took the position 
that provision should be made for the full deduction of this 2 percent 
of group premiums until it reached a certain ceiling. 

Mr. Guest. Yes. 

Senator Kerr. Is your position the same as his, or is it your posi- 
tion that there should be a full deducation of the 2 percent of group 
premiums although the deductions taken might already have reached 
the ceiling which he indicated would be : adequate ? 
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Mr. Gurst. My position is the same as the position of Mr. Shanks, 
the limit being one-half of a year’s premiums. 

Senator Kerr. I see. 

That is all. 

The CuarrMan. Are there any further questions? 

Senator Frear. Just a couple. 

I am sorry I was not here for all of the presentation. Did I under- 
stand, Mr. Guest, you to say that if your amendments to the bill are 
sccepted—would the amendments to your bill deduct from the 
Treasury’s income from the present legislation before us ? 

Mr. Guest. I will repeat, Senator Frear. On the amendment sug- 

ting the use of the 5-year average, the impact on Treasury income 
would be $44 million. 

On the negatives, related to participating business under phase 2, 
there would be another $35 million, or a total of $79 million. 

Senator Frear. And you figure the legislation as it now stands would 
give the Treasury $558 million 4 

Mr. Guest. Yes. 

Senator Frear. And if we deduct $79 million from that, we get a 
figure something like $479 million. 

‘Mr. Guest. $479 million, yes, 

Senator Frear. You recognize that the Treasury and its budget 
or the President and his budget is expecting about a $500 million 
income from life insurance taxes. Do you propose any way to make 
up the difference between this $479 million and $500 million ? 

Mr. Guest. I do not. I endorse the position taken by several peo- 
ple, including the representative of the Treasury, that it is highly 
important that we get a good tax bill. If incidentally it involves a 
few million dollars one way or the other in current revenue, that is 
insignificant compared with the importance of getting a good tax bill. 

Senator Frear. I have great sympathy with what you say. How 
do you feel about a balanced budget? [ Laughter. } 

Mr. Guest. I think the budget should be balanced, but this is pea- 
nuts when it comes to that question. 

Senator Frear. Yes, sir; but, you know, peanuts make a bag after 
awhile. [ Laughter. ] 

Ithank you. You have answered the question. 

The CuarrMan. Senator Douglas. 

Senator Dovcias. Mr. Guest, I have a few rather simple questions 
to ask. 

The first question I should like to ask is whether the policyholder 
is ever taxed on investment income which he earns on his investment 
with mutual insurance companies, that is, laying aside underwriting, 
and operational gains. Is he ever taxed on his investment, rather, 
either on cancellation or on death? 

Mr. Guest. That question could stand a very considered and very 
carefully worded answer. 

On surrender where the contract is terminated before it 
matures——— 

Senator Doveas. Not cancellation ? 

Mr. Guest. Either on surrender or on maturity, the personal in- 
come tax laws provide for the taxation of the increment of the value 
received, the excess of the value received over what has been paid for 
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the contract by the policyholder. That is covered in the persona] 
income tax laws. 

Senator Doue.as. In practice, is this carried out? 

Mr. Guest. Oh, yes, we have to provide that on individual cages 
for our policyholders when they surrender, and they, in turn, file 
those statements which we provide for them, with the Internal Rey. 
enue Department in connection with their tax returns. 

Senator Doveias. You think that is in practice done a great deal? 

Mr. Guest. Yes, Senator Douglas, it is. We send out thousands 
of them a year. 

Senator Doveias. What about on death ? 

Mr. Guest. Well, on death, the Congress has considered that especi- 
ally in the light of the circumstances, and there is special legislation 
which was revised in the most recent Code to cover that in the way 
in which the Congress has in its discretion decided it should be coy- 
ered. 

To quite an extent there is exemption. I would not want to cite 
precisely what it is. But that has been decided as a matter of dis 
cretion by the Congress. 

Senator Doveias. Yes. But without going into the question what 
should be, I am trying to find out what is. As a practical matter, 
is the investment income which the policyholder earns taxed on death, 
taxed to his estate on death? I am just asking for the present situ- 
ation, without regard to—— 

Mr. Guest. After an exemption granted by Congress, it is taxable; 
and then if the settlement, if the money is left under settlements with 
the companies, it is in turn taxed to the individual. 

Senator Dovetas. But in practice, is not the income untaxed? 

Mr. Guest. There has been quite a lot of exemption granted by the 
Congress, yes, in that connection. 

Senator Dovetas. Is not the major portion of the income untaxed! 

Mr. Guest. I think that is a fair statement, although would you 
wish that we would give a more considered statement of that in the 
record ? 

Senator Doveias. Oh, yes: I would be very glad to have it. 

(The statement referred to follows :) 


TAXATION OF POLICYHOLDERS AND BENEFICIARIES OF LIFE INSURANCE CONTRACTS 
SURRENDER PRIOR TO MATURITY 


If the policyholder surrenders his policy prior to maturity and calls upon the 
company to pay the cash value, he is subject to tax on gains as set forth in section 
72(e) of the code. This section provides that he is taxed upon any amount he 
receives in excess of the amount of premiums he has paid, after the premiums 
are reduced for policyholder dividends. This gain, if any, is taxed as ordinary 
income. As a general rule, losses are not recognized. Thus, as soon as the 
policyholder actually has income at his disposal, it is included in his income for 
tax purposes. 

In the light of the testimony heard by the committee, it should be explained 
that little or no gain is realized in the vast majority of surrender cases and for 
this reason the Treasury does not require that the life insurance company make 
an information return, if the policy surrendered is one which was purchased and 
paid for by the insured, and the company can ascertain this from its records 
(sec. 1.6041-1(d) (1) (ii) of the regulations under the Internal Revenue Code of 
1954). Most companies will, however, furnish to the taxpayer any information 
he needs in computing his taxable gain. 
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gxeriTs PAYABLE TO THE POLICYHOLDER DURING HIS LIFETIME AFTER MATURITY 
OF THE POLICY 


tax treatment of payments received on maturity but during the lifetime 
the policyholder is set forth expressly in the Internal Revenue Code at section 
, dealing with life insurance and annuities. Special rules apply for benefits 
méder qualified pension plans under sections 402 and 403, but in either case the 
of the statute is clear, that of including in income all amounts which 
aceed the cost of the life insurance to the policyholder. If benefits are received 
gan annuity, then the annuity rule applies and the tax burden is spread over 
the period during which payments are made. If any sums are held for the 
uction of interest, the interest is included in gross income (sec. 72 (j)). 
jecial treatment is provided to reduce the impact of lump-sum payments, 
through, in effect, a 3-year spread under section 72(e) (3), or through capital 
gins provisions applied to any lump-sum payment of qualified pension benefits 
méder sections 402 and 403. However, there is no question as to the amount 
gibject to tax. Payments by the insurance company under these sections are 
abject to information return reporting under section 6041 of the code and 
getion 1.6041—1(d) of the regulations. 


ANNUITIES AND PENSIONS 


The entire amount received by a policyholder or beneficiary of a life insurance, 
mdowment, or annuity contract is subject to inclusion in his income to the 
stent it exceeds the consideration he has paid for the contract. Section 72 is 
gnerally applicable to annuity payments, and sections 402 and 403 deal with 
wyments under qualified pension plans. As previously indicated, section 72 
provides several methods for the inclusion of this income, but all of these methods 
gntemplate that the entire amount of income realized shall be taxed. 

Provision is also made for the inclusion of these amounts in the income of the 
neficiaries of annuitants to the extent that they are paid to survivors. 


DEATIL BENEFITS 


Death proceeds are generally exempt from income tax under section 101(a) 
of the Internal Revenue Code of 1954, and have been so exempt since the earliest 
days of the Federal income tax. This exemption has always been looked upon as 
mact of legislative discretion in recognition of the public policy of protecting 
wrvivors from the financial impact of the loss of life. Various assertions have 
en made from time to time that the exemption is a matter of tax logic rather 
than legislative grace, but they have not been fully developed because the issue 
has never been raised in practical form. One point sometimes made is that if 


| this death benefit were taxed, there would in equity need to be some setoff for the 


ss of earning power for which the insurance could be looked upon as indemnity, 
that the amount received under the policy could not in any event be considered 
pure profit. Be that as it may, if it is agreed that the public policy behind the 
present exemption is sound, then it would follow that any attempt to take away 
the benefit indirectly by an offsetting tax on the company would be in contraven- 
tion of that policy. 

The entire amount of any proceeds of policies or contracts owned by the 
decedent is included in his gross estate and is subject to the estate tax. This, of 
jurse, applies whether or not there would have otherwise been a profit to the 
decedent and is the same treatment accorded other property subject to the estate 
x, which includes any values due to income accretion as well as the basic 
foperty itself. 

The death benefit exemption is carefully limited. If the proceeds are held at 
interest, the interest is subject to tax under section 101(c) of the code. If the 
foceeds are paid in installments, any amount in excess of the lump-sum benefit 
ttdeath is taxed under section 101(d), subject, however, to an additional 
Semption of $1,000 per year allowed only to the decedent’s spouse. In the 
Went that the premiums were paid by an employer under a pension or profit- 


| taring plan qualified under section 401 of the code, the proceeds, to the extent 


tttributable to those premiums, are taxable to the beneficiaries. (See sec. 
1#2(a)~1(a)(4) (ii) (b) and (c) of the regulations.) Taxable income in- 
dudes the proceeds of insurance which are in the nature of alimony payments 
Wder section 101(e) and the excess over cost of proceeds of policies which 
turing the lifetime of the insured were transferred for a valuable consideration, 
cept in special cases, under section 101(a) (2). 
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POLICYHOLDER DIVIDENDS 


Policyholder dividends fully discussed elsewhere in these hearings haye 
always been regarded as a return of premium to the policyholder. To the exten 
that they are paid to the policyholder, they reduce his cost of insurance ang 
thereby increase the amount of any taxable gain, when gain is realized. To the 
extent that policyholder dividends plus any other payment under the contrac 
exceed the cost of the contract to the policyholder, they are included in income 
(sec. 72(e) (1) of the code and sec. 1.72-11(b) of the regulations thereunder), 

Senator Douc.as. May I follow that up with this question: If the 
policyholder i is not taxed on the investment income which he earns 
on his investment, or to the degree to which he is not taxed, why 
would it not be appropriate to tax this amount in the hands of the 
insurance companies ? 

Mr. Guest. There again you have asked a very broad question. 

Senator Doveras. It is a broad question. 

Mr. Guest. It is hardly for me to say that the Congress was jp- 
discreet when it waived the tax on the individual. 

Senator Dove.ias. We are trying to write a good tax law, and you 
have not hesitated to criticize the C ongress and the House on certain 
of its proposals. Now I am asking about this question. 

Mr. Gurst. May I include that statement in the memorandum, 
which I would like to prepare carefully, because this so involved, 
Senator Douglas, that it should not be just a rough extemporaneous 
statement. 

Senator Dovetas. I know, but I am trying to find my way through 
the jungle with the only instrument I have, namely, by question and 
answer. 

Mr. Gurst. I hate to get into another facet of this, but I might 
say, Senator Douglas, that if you were to assume that even though 
the Congress has exempted to a large extent, because of public poliey, 
the taxation of these increments of which you speak, at the date of 
death, even in the face of that if you feel that they should be taxed 
at the corporate level, I might say that the inc rements being income 
to individuals, in your presupposition, should not be taxed at the 
corporate rate, but should be taxed at a very much lower rate, what 
might be considered an average rate, possibly 20 percent instead of 
52 percent. 

However, the question already has been settled by Congress, and 
I have nothing further to offer you by way of explanation, unles 
you have another question. 

Senator Dovetas. Then you would not oppose taxation of these 
surpluses in the hands of insurance companies ? 

Mr. Guest. May I ask you to repeat the question ? 

Senator Doveras. Then you would not oppose, since you have no 
opinion on this matter, you would not oppose taxation of this invest- 
ment income which lies in the hands of insurance companies? 

Mr. Guest. I certainly would oppose it, Senator. 

Senator Doveras. Then you do have an opinion on it. 

Mr. Guest. I have an opinion. I meant to say I had no explanation. 
I have an opinion. 

Senator Doveias. You have an opinion, but not the justification 
for the opinion. 
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Mr. Guest. Oh, yes; I havea justification for the opinion, I think 
the Congress was right. I think it is a little brutal, as a matter of 

blic policy, to put a tax upon death benefits. (1 at, 

Senator Dove.as. This income is not taxed to the individual and 
not taxed to the company. Why do you think it should not be taxed 
tothe company, either in full or in part? — § } 

I have not made up my mind on this question, but am simply 

robing for the response, pro and con. a 34: 

Mr. Guest. I can understand you are taking a completely objective 
view and trying to get the answers. 

Senator Doucias. That is right. 

Mr. Guest. I can only repeat that it has been decided by the Con- 

ss. I am in sympathy with the decision which was made by the 
caress. I think it isa good one. I think it is in the public inter- 
est, and if the question comes up again I would vigorously support 
the position now taken by the Congress. 

Senator Doueias. You like it. 

Mr. Guest. Yes, sir; I do. 

Senator Doveias. But you are not able to tell why you like it. 

Mr. Gurstr. I think it is in the interests of good public policy that 
at the extreme period when the breadwinner is lost suddenly, there 
should not be inserted at that critical moment a tax on increments 
accrued during the lifetime of the insured. 

Senator Doveras. You draw no distinction as to the question 
whether the entire amount of investment income should be taxed or 
only the excess over the amount credited to his account? You draw 
no distinction ¢ 

Mr. Guest. The first phase of this bill, Senator Douglas, does essen- 
tially just that. It arrives at a proportion of the investment income 
which we call taxable income, and if I might put in the record, I have 
a statement on that which will clarify, possibly, one or two questions 
asked yesterday. 

The method we suggest to separate out the taxable investment in- 
come from the total taxable income involves two steps: One, the re- 
serves for each company are revalued at the current earned rate by 
rule of thumb method, which it is agreed is quite reliable, in order to 
arrive at. what might be considered standardized reserves. 

Two, the interest that is to be considered deductible from net invest- 
ment income, not taxable income, to arrive at the taxable investment 
income is found by multiplying the company’s standardized reserves 
by that company’s current earned rate. 

Three, the use of the 5-year average company earned rate turns up 
a larger tax base in 1958, but over a period of years would average 
out to the same level as if the current year’s earned rate were used. 
In fact a little higher on the upswing. 

Senator Dovatas. When you send your considered reply to the 
committee, would you send a copy of that directly to me so that I may 
look at it ? 

Mr. Gursr. I would be very happy to do that, Senator Douglas. 

The Cuarrman. Are there any further questions ? 

Senator Bennetr. Mr. Chairman, I would like to ask a question or 
two, on this same subject on which Senator Douglas has been talking 
or questioning. 
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Proceeds from a life insurance policy are subject to the same condi. 
tions in estate taxation as any other assets of the decedents, are th 
not? Are they not used to calculate the gross amount of the estat, 
which is subject to tax, and are they not, therefore—are they not sub. 
ject to the same overall $60,000 exemption which applies to estates, » 
that if there has been an accumulation which the policyholder has not 
drawn down in advance of his death, that accumulation increases the 
net amount of his estate subject to tax? Is that a fair statement! 

It may be fair but it is not clear, so I will start over again 
{ Laughter. ] 

Mr. Guest. I do not understand your question. 

Senator Bennett. If I have a policy for $5,000, and I decide to 
leave the dividends with the company and not take them out, and at 
my death that policy pays $6,000, then does not that $6,000 go into 
the estate? 

Mr. Guest. That is right, Senator Bennett. 

Senator Bennett. And is it not subject to the estate tax minus the 
exemptions? 

Mr. Guest. That is right. 

Senator Bennetr. And all the other conditions. And in that r- 
spect, is it not in exactly the same situation as any other asset which 
might be found in my estate? 

Mr. Guest. That is right. 

Senator Bennett. Now, if on the other hand, during the life of the 
policy, during the life of the policyholder, he had taken the dividends 
in cash when they were available to him at the anniversary of every 
policy, would those dividends have been subject to the tax on personal 
income? That, I think, may be the crux of the question. 

Mr. Gurst. No, not at the moment when he takes them. If subse- 
quently—there are two possibilities subsequent to that. 

Senator Bennetr. May I stop at this point before you go on? 

If they are not subject to the personal income tax when he receives 
them as dividends, are they then considered to be a return of premium! 

Mr. Guest. For the moment they do not enter in at all because the 
premium does not enter into the personal income tax either. But 
there are two possibilities: One, if he surrenders the policy or it 
matures before death, then the amount by which the surrender value 
or maturing value he receives exceeds what he has paid diminished 
by the price adjustments, is taxable to him as then current income. 

Senator Bennett. But up to that time you consider those so-called 
dividends as price adjustments and you allow them to diminish the 
amount of his payments. 

Mr. Guest. Neither the dividend nor the premium have anything 
to do with his tax return. 

Senator Bennett. As long as during his lifetime, but the excess or 
the amount by which the proceeds of the policy have been increased 
actually enter into his estate tax. 

Mr. Guest. Yes. 

Now either on surrender or maturity, there enters his personal 
income tax the amount by which the maturing or surrender value ex- 
ceeds what he has paid, in case of death, that is another story, which 
is handled, as I said, according to the specific action of Congress. 
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Senator Bennetr. Yes. But in case of death—that I think you 

u have already answered—that excess enhances the value of his 
estate, and therefore becomes subject to the estate tax. 

Mr. Guest. That is true as to dividends which have accumulated to 
his account, Senator Bennett. 

Senator Kerr. Well, is his total insurance not a part of his estate 
and taxable from the standpoint of inheritance tax other than ex- 
amptions which the Congress has provided for the value of the estate 

nerally and certain insurance elements of the estate? 

Mr. Guest. Yes, Senator Kerr. 

Senator Bennett. That is all. 

Mr. Cuarrman. Are there any further questions? 

That is all, Mr. Guest. 

The next witness is—I beg your pardon, Senator Gore. 

Senator Gore. May I ask a question? 

The Cuatrman. Senator Gore. 

Senator Gore. Mr. Guest, you quoted certain court opinions in your 
prepared statement. Was tax liability an issue in either of those cases? 

Mr. Guest. May I ask for legal advice on that? There is a man 
here I think can answer that. 

Senator Gore. Yes, indeed. 

Mr. Guest. May we have Mr. Eugene M. Thore, general counsel 
of the Life Insurance Association of America, answer the question ? 

The Cuarrman. Mr. Eugene M. Thore. 

Mr. Tuore. Both of these cases are tax cases, as I recall. 

Senator Gore. Were they Federal income tax cases ? 

Mr. Tuore. Yes, they were. 

Senator Gore. Thank you. 

Mr. Guest, you quoted the courts and other people on dividends to 
policyholders, what would be your definition of a dividend ? 

Mr. Guest. In simplest terms it is a price adjustment. I expanded 
a little on that, Senator Gore, a little while ago to the best of my 
ability. 

Senator Gore. I would like to read you the definition given in the 
Life Insurance Fact Book, page 117. 

A refund of a part of the premium on a participating life insurance policy. It 
isa share of the surplus earnings apportioned for distribution and reflects the 
difference between the premium charged and actual experience. 

Now, I would like to cite the annual report of our own company, 
Massachusetts Mutual Life Insurance Co., schedule M : 

“Method by which dividends are calculated :”—I am not reading 
some of the clauses. I am omitting parts of the schedule to get to the 
essentials. 

Mr. Chairman, I ask that this page of the annual report of this com- 
pany be printed in the record at this point. 

The CHatrmMan. Without objection, the insertion will be made. 

(The document referred to is as follows :) 


ANNUAL STATEMENT FOR THE YEAR 1958 oF THE MASSACHUSETTS MuTUAL LIFE 
INSURANCE Co, 
SCHEDULE M 
Method by which dividends are calculated : Policies issued on or after October 
16, 1947, and prior to November 4, 1957. 


The dividend for each $1,000 of insurance, with or without provisions for dis- 
ability is the sum of three items determined as follows, net premium and reserves 
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being computed in accordance with the Commissioners Standard Ordinary Tapje 
of Mortality and interest at the rate of 244 percent per annum. 
Premium paying policies 

(1) Loading item.-The amount by which the loading exceeds an expense 
charge which varies by kind, age, sex, policy size and year of issue. 

(2) Mortality item.—A savings from mortality, equal to the amount at risk 
multiplied by a factor which varies by attained age and sex. 

(3) Interest item.—Excess interest on the initial reserve at the rate of 12 
percent. 
Paid-up policies 

Excess interest and a saving from mortality, calculated as above stated, less 
expenses equal to $0.65 per M of sum insured. 


Senator Gore. I shall read the essential parts and not the explan- 
atory statements. 

“The dividend for each $1,000 of insurance, with or without pro- 
visions for disability or accidental death benefits is the sum of three 
items determined as follows”—here are the three items: One, “loading 
item” ; two, “mortality item”; three, “interest item.” 

Your own company’s statement shows that you determine the 
amount of dividends partially by calculation of earnings. You said, 
when you gave your definition, that it was in its simplest terms. Your 
company se not use the simplest terms, does it ? 

Mr. Guest. Isthat the end of your question ? 

Senator Gore. Yes, if you are ready to answer. If not we will 
give you more time. 

Mr. Guest. I repeat that in simplest terms it is a price adjustment. 

When you are operating with a corporation involving over $6 billion 
of insurance in force, and large amounts of premiums, and you are 
arriving at what should be the final price édvustrbent in each year, 
and how that should be distributed between individual policyholders, 
a simple statement by the actuary that a price adjustment should be 
made does not fulfill the requirement and great detail is involved. 

Senator Gore. In practice? 

Mr. Guest. In practice, in arriving at price adjustments they are 
calculated on the level where they should be, if under the same condi- 
tions we were operating on a nonparticipating basis. It is very in- 
volved, but that is the end result, the price adjustment, and we have 
to be very careful and very discreet as to how it should be distributed 
so that each one gets his fair price adjustment. 

Senator Gore. Is that your answer / 

Mr. Guest. Yes, sir. 

Senator Gore. Now I have a general question, Mr. Guest, on the 
bill. You have suggested changes and amendments. Would you be 
so good as to explain to me just how, under the bill, an increased 
earnings rate would affect the amount of the deduction for life insur- 
ance reserves? I ask you to explain the provision in the bill, and 
then, of course, I would like for you to japlais how that differs from 
the provision which you suggest. 

Mr. Guest. Oh, yes. 

The bill has a—what I might call a compound rate involved as a 
deduct rate. That compound rate involves the company’s earned 
rate and some assumed rates industrywide and individually, as the 
case may be. 

If the earnings in my company increase—— 
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Senator Gore. You mean earnings or earnings rate ? 

Mr. Guest. The earned rate, if the earned rate in my company 
nereases, then the total net investment income will increase cor- 
rspondingly. 

erm after the deduct rate, based upon the higher rate, has 
heen applied to the revalued reserves, there would emerge a larger 
diference than there would have been had the current earned rate 
not increased. 

Senator Gore. Would an increase in the earnings rate, under the 
formula in the pending bill, increase the amount of deduction, not 
only for your company, but for all companies? 

Mr. Guest. Yes. But the result—the reason for the formula in- 
volving a deduction from the total interest earned is essentially to 
arrive at the interest at the earned rate on the surplus. 

Senator Gore. For the moment, let us lay aside the reasons. I hope 
you will ———- the difficulty that one who is not schooled in this 
field, but who has a thousand and one other fields which he has to 
attempt to understand, faces in questioning an expert in the field. 
So I am trying to understand the bill and your suggestion. 

You have just said that an increase in your earnings rate would 
increase your deduction. 

Mr. Guest. Not as much as it would increase the investment in- 
come, so that when I diminish the increased investment income by the 
increased deduction, I still get a larger tax base. 

Senator Gore. But not in proportion to your increased profits. 

Mr. Gursr. Oh yes, because in either case the result is the interest 
applied to the surplus. 

stor Gore. All right. 

Now coming to your suggested change: Would the formula which 
you suggest give to the increased earning rate approximately twice 
the effect upon the deduction rate as the provision in the pending 
bill ? 

Mr. Guest. I am not sure that I understand your question. Charlie, 
do you understand that question ? 

Mr. Brrertey. No. 

Mr. Guest. I may have to call on Mr. Brierley to answer it. 

Senator Gore. Would you be so kind as to present the meaning 

Mr. Guest. Would you repeat the question, Senator ? 

Senator Gore. All right. I will repeat the question. I think the 
answer is yes, but maybe it is not. My question is, would your sug- 
gested change in the formula, not have the effeet of giving to an in- 
creased earnings rate approximately twice as much influence in deter- 
mining the life insurance reserve deduction as the formula in the 
pending bill ? 

Mr, Guest. I think the answer is no. 

Senator Gore. Would you agree to that, Mr. Brierley ? 

Mr. Brrertey. I believe I have to agree with that. 

Senator Gore. With which one? 

Mr. Brrertey. With Mr. Guest’s answer. [Laughter.] 

Senator Gore. I thought if you agreed with me, I could understand 
the low tones in which you were speaking. 

Senator Kerr. Would the Senator yield? Did the witness say he 
believed he would have to agree with it or that he should agree with 
it? [Laughter. ] 


87532—59——12 
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Senator Gore. Let us approach this in a different way. Perhaps 
I should not ask you to give a yes or on answer to an involved question, 
I did so because of my own difficulty in understanding the involved 
answer which you might give otherwise. 

Mr. Guest. Believe me, Senator, your difficulties are no greater than 
mine, because I am not quite sure of the question. 

Senator Gore. Well, I would say your difficulties are of a different 
nature. 

What would be the difference in its effect upon the amount of deduc- 
tion, thereby affecting your free investment income, between the for- 
mula which you suggest and the formula written in the bill with 
respect to an increased earnings rate ? 

Mr. Guest. I would say that the effect of my suggestion would be 
more—would give a more moderate reflection of the increase in the 
tax base than would be given by the draft bill. 

Senator Gore. How much more moderate ? 

Mr. Guest. I don’t know. I haven’t calculated it. 

Senator Gore. Moderation is a good word. 

Mr. Guest. I do not know precisely. It may be that some of the 
staff of our associations could answer that question, but I don’t know 
the answer, and I know you would not want me to guess. 

Senator Gore. One of the important provision in this whole bill is 
the determination of a tax base on income from investment. 

Mr. Guest. Yes. 

Senator Gore. As a witness before the committee, you have sug- 
gested an important change. I know you will want to suggest to the 
committee its effect upon this important feature in the bill. I can 
understand that you might not be prepared to answer it now, but if not, 
would you be so kind as to supply as readily, and as quickly as possible, 
to the committee and to me, an answer to this question ? 

Mr. Guest. You know I am thinking of the remarks that probably 
are being made by two dozen people sitting in the audience, “Why 
doesn’t Dick answer this question, it is stupid.” 

Senator Gore. You mean they are stupid, or you? 

Mr. Guest. No;Iamstupid. [Laughter. ] 

Mr. Guest. The difference in 1958 of $44 million due to the use of 
the 5-year average is an exact appraisal now industry-wide. 

The only change in the impact due to a change in the earned rate in 
the future would be proportional to the increase in the earned rate. I 
think that is an accurate statement. 

Senator Gore. Well, I will ask you to supply 

Mr. Guest. In other words, if the difference is $44 million now and 
the earned rate went up a certain percentage, the $44 million would 
increase by, I think, the same percentage. 

Senator Gore. I do not want to get into the position of allowing an 
increased interest rate structure for the country to result in less taxes 
paid by the insurance industry. 

Mr. Guest. Believe me, Senator, that cannot happen within this 
bill. 

Mr. Brrerty. I think you will find that in dealing with the particu- 
lar bill we are dealing with a fixed amount of investment income. Now 
another year, as the rate goes up, the amount of income also in- 
creases. 
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While your deduction rate would be higher and would create a 
higher deduction, your balance or your taxable investment income 
would go up because the total investment income also goes up. 

You see, in this particular instance we are dealing with a fixed in- 
yestment income, and changing rates would apply in the bill 

Senator Gore. My question did not relate to a fixed investment in- 
come. My question related to an increase in earnings rates applied to 
the formula which Mr, Guest had suggested. 

Mr. Briertey. Yes. Well, changing the earnings rate as we are sug- 
gesting here and producing a larger deduction, it still applies to the 
same investment income in total for the year. 

Now another year, if the rate goes up, the entire income also in- 
creases, and produces a higher tax base. 

Senator Gore. I want to ask both of you again: If, in the long 
run, say 5 years—this is permanent legislation, we hope—if, in the 
long run, the formula you suggest would not give to an increase in 
earnings rates twice the effect on deduction rates as the formula con- 
tained in the bill? If so, I would like to know. 

Mr. Guest. I do not think it is as simple as that, but if you will give 
me the privilege to answer that in the record later on, I think that is 
not true. 

Senator Gore. Well, you shall certainly have that privilege, and I 
thank you for offering to do so. 

(The statement referred to follows :) 





The following analysis has been made using characteristic model company 
figures assuming an increase of one-tenth of 1 percent in the net earned rate. At 
the request of Senator Frear, the analysis also covers the impact of a decrease of 
one-tenth of 1 percent in net earned rate. 

Model Company: $105 million assets; 3 percent life insurance reserves of 
$73,500,000. 

Balance: (a) Other interest bearing reserves, (0) other noninterest-bearing 
liabilities, (c) unassigned surplus. 


TaBLE A.—Increasing earnings rate 


5-year average flat 
H.R. 4245 earned rates 4 per- 
cent in past 4 years 


5-year averare  pre- 
viously ‘ncreasing at 
0.10 points per year 








1, Earned rate __percent__| 














4.00 | 4.10 4.00 | 4.10 | 4.00 4.10 
2. Valuation rate...... do....| 3.00 3.00 3.00 | 3.00 3.90 3.00 
3. Revaluation rate do_...| 3. 50 3. 55 4.00 | 4.02 3. 75 3.85 
4. Assets. . niin: ie $105, 000 $105 000 $105.000 | $105 000 $105. 900 
5. Reserves (3 percent)... _- $73. 500 $73.59 | $73, 590 $73, 500 $73 500 $73. 500 
6. Revaliation percentage - - _| 95. 00 94. 50 | 90.90 | 89. 80 92 50 91 50 
7. Revalued reserve... .- | $60,825 | $69,457 | $66. 150 $66,093 | $67. 987 $67 252 
8 Imterestearned -_......... | $4 200 $4, 305 $4. 200 $4. 304 $4 200 $4. 305 
9. Neduction (7)X(3).-.--...| $2. 444 $2. 496 $2,646 | $2, 657 2, 550 | $2. 599 
oe | $1,.7! $1, 839 $1, 554 | $1, 648 $1, 650 | $1, 716 
I. Tax at 52 percent _......_.| $913 $966 $308 | $857 | $858 $292 
Increase in earned rate | 

percent_.| +2. 50 +2. 50 | +2. 50 
Increase in deduction... .do....| + .90 + .41 | +1.53 
Increase in tax........_- do..../ +4. 71 +6. 06 | +3. 96 

j { | | 
NOTES 


(1) The increase in the deduction under the 5-year average after several years of instant earned rates is 
Jess than the increase under H.R. 4245 and, more in the case of several years of increases. 
(2* The tax increases much more than at the rate of increase in earned rate. 
Ad Py see the moderating effect on the deduction rate of using a 5-year average instead of the current 
ned rate. 
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TABLE B.—Decreasing earned rate 














| 
| 5-year average previ- | 5-year av ‘ 
H.R. 4245 ously level rate of | ously decreasing) 
4 percent 0.10 points’ per year 
Le hahha dade Sn Sense en Sil 
1. Earned rate____.. percent - . 4.00 3. 90 4.00 3. 90 4.00 2% 
2. Valuation rate__....do-- 3. 00 3. 00 3.00 3. 00 3. 00 3.0 
3. Revaluation rate____do---- 3. 50 3. 45 4.00 3. 98 4. 25 415 
4. Aoeets..........- a aie $105,000 | $105,000 $105, 000 $105, 000 $105, 000 $105, 000 
as pain $73, 500 $73, 500 $73, 500 $73, 500 $73, 500 $73, 500 
6. Revaluation factor , 
percent _- 95. 00 95. 50 | 90. 00 90, 20 87. 50 88, 50 
7. Revalued reserve... ..- $69, 825 $70, 192 | $66, 150 $66, 297 $64, 312 $65, 047 
8. Interest earned__-_-...-- ‘ $4,200 | « $4,095 $4, 200 #4, 095 $4, 200 $4,005 
9. Deduction (3) X (7).....- $2, 444 $2, 422 $2, 646 $2, 639 $2, 733 | $2. 699 
OE Oe ks $1, 756 $1, 673 $1, 554 $1, 456 $1, 467 $1, 3% 
11. Tax, at 52 percent____.__- $913 $870 | $808 $757 $763 $738 
Increase in earned rate 
percent _- —2. 50 —2. 50 —2. 
Increase in deduction... do-- —. 90 —. —1, 24 
Increase in tax._.......- _ wee —4. 70 —6. 31 —4. 85 
[+ePreN tee Eee ee EY 
NOTES 


(1) The deduction under the 5-year average method falls off faster than the corresponding H.R, 4245 
deduction. 


(2) The drop in the tax corresponds to the increase in the tax on the upswing. 


Senator Gore. Even the pending bill is questionable, in my mind, 
as to its formula. I have more doubts about the formula you have 
suggested. Thank you, Mr. Chairman. 

The CuHarrman. Are there any further questions ? 

Senator Frear. I think if the gentleman is going to answer the 
question from the Senator from Tennessee, he also ought to reflect, 
if the interest rate goes down, what effect it would have on the 
deductions. 

The Cuarrman. That will be understood. 

Mr. Guest. Is that a question from you, Seantor Frear? 

Senator Frear. In the answer you are going to give to the Senator 
from Tennessee for the record, I wonder if you would not also submit 
the same figures assuming that the interest rate were lower. 

Mr. Guest. I did, in the prepared statement which I read in the 
record, say that the 5-year moving average over a period of years 
would be the same as the individual rate of the company. That being 
the case, the 

Senator Frear. I do not want to get this, and I do not want to 
complicate it any more 

Mr. Guest. We will put it in the record. 

Senator Frear. Because I think it is rather more complicated now. 
But if there is an increase, as the Senator from Tennessee suggested, 
that the decrease effect was double on one side, or the increase on 
the other, what would happen if the increased side were decreased? 
Would the decrease then be half the amount? [Laughter. | 

If that is not complicated, we will try to make it so. [Laughter.] 

Mr. Guest. If the secretary will give me an accurate transcript of 
the question, I will try to answer it. 

Senator Frear. For the record, sir; you do not have to do it now. 
I am sure this reporter here is all right. He is pretty accurate. 

Senator Butter. Mr. Guest, what you are really saying is that the 
theory of the House bill is an oversimplification of a very complex 
problem. You suggest that even in can cases where you have & 
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tive under step 2, you would like to go into your investment income 
without suffering a tax liability, which you contend is nothing but a 
return of premium, is that right? 

Mr. Guest. That is right, Senator Butler. 

Senator Butter. Where have we missed? What is the missing in- 

ient that the mind of the average man does not grasp in this 
situation ? 

Now, I will say that up to this point it seems to me apparent that 
ifyou had a negative after step 2, you have got only one place to go to 

y that dividend, and that is out of step 1, which is investment 
meome, Why is that not encroaching upon something other than 
premiums or excess premiums? Why is that not an encroachment on 
the income ¢ 

Mr. Guest. I would like to make two comments on that. 

As I understand it, this is a corporate income tax, total income tax, 
total net income tax. Phase 1, as I understand the language of the 
bill, is a separation out, a compartmentalizing, shall I say, of that 
phase of a corporation’s total income which can be given the tag 
“investment income. 

That is all it is. It is a part of the total income. And where we 
are having trouble is when the part gets larger than the whole. 
We part company, and we don’t go along the same track. 

It is when the part of the total taxable income becomes larger 
than our visible corporate income as a whole that the trouble emerges. 

I think there was misunderstanding in the House. On the other 
hand, I think Chairman Wilbur Mills was quite aware that possibly 
they had used an atomic bomb to solve a question which might more 
properly have been handled by a Daniel Boone rifle. 

I think that is the trouble. We-now are suggesting that we pin- 
point by amendment a solution which will be a rifle approach, rather 
than a bombing approach, and which will not violate the concept 
in the Treasury, in the House, or m the Senate, and will come up 
with a reasonable bill. 

The Cuarrman. Are there any further questions / 

Senator Witui1AMs. Mr. Guest, I.just have one question. 

First, I would like to thank you for your testimony and your 
recommendations to the committee, and they will certainly be con- 
sidered. But my question is this: 

Just suppose none of your recommendations were accepted by the 
committee; would you then prefer the enactment of H.R. 4245 as 
it was passed by the House, or would you prefer the existing law? 

Mr. Guest. I can’t speak for the industry. 

Senator WILLIAMS. i am asking you for your own personal opinion. 

Mr. Guest. We would prefer the draft bill to the 1942 law, which 
we think is intolerable. 

Senator Witz1aMs. That answers my question. Thank you. 

The Cuarrman. Senator Talmadge. 

Senator Tatmaper. Mr. Guest, in your statement you state: 

It is our recommendation, as I believe it is the recommendation of all com- 
panies, that in the case of recently organized companies or newly organized 
companies whose carryover feature be extended to 15 years from the date of 
organization, and it would apply to the taxable years intervening between. the 
effective date of H.R. 4245 and the expiration of 15 years from the date of the 
organization of the new company. 
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I have had several representatives of newly organized companies 
contact my office and make substantially the same statement. 

Would you please elaborate in the record your reasoning behind 
that suggestion ? 

Mr. Guest. It costs a lot of money in paid-in capital and surplus 
or in some other sort of support to organize a new life insurance 
company. Cae 

It is inevitable that that newly organized life insurance company 
will sustain losses in the early years of its organization. , 

Many that are organized in, shall I say, “imaginative States” many 
fail even to survive. Those who survive have sustained heavy losses, 
and when they emerge to the point where they begin to get some 
gains, something coming back, say in 6 or 8 or 10 years, I think it 
is only fair that those earnings up to say 15 years should be first 
diminished by the heavy losses inherent in the organization and de- 
velopment of the new corporation before they would become tax- 
able. 

Senator Tatmapce. Let me see if I understand you correctly. 

We will assume a new small company organized with a capitaliza- 
tion, in 1958, of $1 million. Of course their assets, presumably, 
would be invested and receive earnings. Under the present law and 
past laws those earnings would be taxed, would they not, regardless 
of the company’s operating loss? 

Mr. Guest. That is right, Senator Talmadge. 

Senator Tatmapce. So they have paid taxes while they are in- 
curring a heavy loss. 

Mr. Guest. That is right. 

Senator Tatmapce. Would this loss be attributable to the reason 
that for newly formed companies the acquisition cost is exceedingly 
high ? 

Mr. Guest. Both the acquisition cost and the organization cost is 
high. I wouldn’t use the word “exceedingly,” I would use the only 
word “high.” 

Senator Tatmapcr. How many years would it normally take for 
a new company to get into the status where it would have an operating 
or underwriting profit ? 

Mr. Guest. I think that depends largely upon the ability and ca- 
pacity of the organizers. To some extent it might be fortuitous. 
But I would be surprised if even a well-managed organization could 
emerge to show profits in much less than 10 years. 

Senator Tatmaper. Your’‘reeommendation, then, would be to 
amend the act so as to carry forward losses for a period of 15 years! 

Mr. Guest. Yes; that is my recommendation, sir. 

Senator Tatmaper. Thank you, Mr. Guest. 

The Cuarrman. Thank you very much, Mr. Guest. 

Senator Gore. One further question: 

Mr. Guest, in the bill the deduction to which I referred is de- 
scribed as “policy and other contract liability deduction.” 

Would it be correct for me to assume that this deduction from 
your actual income from investment is proposed, or allowed, because 
your company and other companies need such a deduction because 
of the liability of your company to its policyholders ? 

Mr. Gurst. That is precisely right. 
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Senator Gore. Now, if your assumed earning rate is 3 percent, 
and your actual earning rate is 4 percent this year, and we assume 
that your deduction is sufficient to meet the reserve liabilities and 
yeeds of the company, why should that deduction be increased next 
yar? Although your earnings are 5 percent instead of 4, your needs 
have not increased. 

Mr. Guest. To answer that question, I will have to back up just 
slittle, with your permission. 

The whole operation of phase 1 is divided into two parts: One, 
the revaluation, and two, the calculation of the amount of deductible 
interest before taxes. 

Now, in order to get standard treatment for all companies so there 
yon't be discrimination between companies, this method of revalua- 
tion has been devised related to the then-current rate, or some adjusted 
rte related to that, to arrive at liabilities for tax purposes which 
sre similarly calculated as between companies without discrimination. 

That having been done, the deductible interest required to balance 
out the whole tax concept is that current deduct rate, multiplied by 
therevalued reserves. 

Senator Gore. You say—will you repeat that phrase, tax concept. 
What did you say ? 

Mr. Gurst. The whole concept of the phase 1 of this bill. 

Senator Gore. So the purpose is to arrive at a tax concept rather 
than the needs of the company 

Mr. Gursr. No, sir; that isn’t true. Here is where we are apart, 
and I will try to bring us together. I know we are apart, but I 
am not sure that I can express myself in the way in which I can get 
over to the record. 

Your concept is related to the official assumed reserves for solvency 
purposes. 

Senator Gore. Well, let’s just stop right there and look at that 
one again and see if we understand ourselves. 

If I understand you, and if you understand me, according to the 
theory of the bill, is it not correct to say that we assume that an 
addition to reserves, and thereby a deduction from income is needed, 
suficient to maintain that solvency to which you refer, sufficient to 
meet the liabilities, the contingent and reserve obligations of the 
company ¢ 

Mr. Guest. That is true, Senator Gore, but—— 

Senator Gore. If we understand that, we have made a great accom- 
plishment. [ Laughter. ] 

Senator Gore. I am interested to see what this “but” is. 

Mr. Guest. In the terms of the bill in order to eliminate discrimina- 
tion which otherwise would exist between companies taxwise, the re- 
serves required to fulfill all the obligations are revalued for tax pur- 
poses, standardized—— 

Senator Gorr. Not revalued for tax purposes ? 

Mr. Guest. That is right. 

Senator Gore. Not because of the reserve needs of the company. 
Go ahead, now. 

Mr. Guest. Well, I will amend that statement, as I see it. [Laugh- 
ter. | 

Senator Gorr. All right. 
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Mr. Guest. When you revalue, using the higher interest: rate yoy 
come up with lower reserves, and the lower reserves, if they are go; 
to fulfil the obligations, require higher interest in the future. Whee 
you lower the reserves the interest rate, deduct rate, must be higher, 

In this process we have used the high current earned rate which 
results in extremely low reserves, but the equation is in balance in thi 
tax return on a different level of valuation. 

Senator Gore. Then your answer is that the reason why you think 
this concept should be agreed to is to preserve equity and prevent 
discrimination as between competing companies in the field ? 

Mr. Guest. That is precisely right, Senator Gore. 

Senator Gore. Well, I have great difficulty in agreeing to the con. 
cept that because a company earns more, though its needs are not 
greater, that we should nevertheless increase its deductions, thereb 
reducing the so-called free income from investment which is the bage 
upon which the tax liability is calculated. 

Mr. Guest. I follow you up to the “thereby.” There is a larger de. 
duction, but the result of the subtraction is still positive, as it should 


Senator Gore. Well, is the 10-for-1 ratio for recasting reserves an 
accurate ratio for your company, for instance ? 

Mr. Guest. Yes, sir; it is. 

Senator Gore. It is an accurate one for your company ? 

Mr. Guest. Yes, sir. I could speak with some authority on that. 

Senator Gore. You think it is for the industry ? 

Mr. Guest. Yes;I1 do. We developed statistics, and I used our elec 
tronic calculating equipment, which calculates a million times a min- 
ute, for 3 weeks, day and night, doing that. 

Senator Gore. Only Senator Kerr can do that for this committee. 

Mr. Guest. Thanks for bracketing me with him. 

Senator Gore. No; I was bracketing your machine with him. 

Mr. Guest. When we were in consultation with your joint com- 
mittee and the Treasury, we explored that very, very conscientiously, 
and came up with that 10-for-1 on which we agreed, and which su 
sequently has been discussed with the Treasury and with the joint 
committee, and it is agreed that it is a reasonable proximation. 

Senator Gorr. Well, along with your answer to the other questions 
I propounded, I would like for you to take a little time and also give 
a studied answer to this latter question as to why, when your compan 
earns at a greater rate, your deduction should be increased, thoug 
your needs have not increased. 

(Mr. Guest subsequently submitted the following for the record :) 

Although the bill basically is drafted in such a form as to involve a deduction 
to arrive at the taxable investment income, phase (1) of the bill, insofar as it 
relates to revaluation and deduction, can be restated as follows: 

The taxable investment income consists of two items both positive— 

(a) assets equal to the revalued reserves multiplied by the excess, if any, 
of the current earned rate over the deduct rate ; and 

(b) the excess of the assets over the revalued reserves multiplied by the 
earned rate. 

This restatement applies whether the deduct rate is (1) the current earned rate 
or (2) a mean of the current earned rate and the theoretical, assumed reserve 


interest rate as in the bill or (3) a 5-year moving average of the net earned 
rates. 
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The restatement clarifies the way in which the deduct rate necessarily is a 
tin part of the whole revaluation-for-standardization procedure to arrive at a 
x base highly sensitive to change in the earned rate. Any change in the earned 
nate should completely control the deduct rate and the revaluation. There should 
in no artificial impact dependent upon either the assumed reserve interest 
or the earned rate of any preceding year except as it may enter a 5-year 
goving average for the deduct rate. 
Inarevaluation method there are two steps: 
(1) The reserves are revalued on the new interest assumption (the deduct 


rate). 
(2) The deduction is calculated by multiplying the revalued reserves by 
the deduct rate. 

After revaluing the reserves at a higher deduct rate, thereby reducing the 
reserves Substantially, the company must in the future earn at least the deduct 
mte which was used in the revaluation otherwise the combination of revalued 
serve and deduct rate would indicate a condition of deficiency in the statement 
grevised for tax purposes which in the absence of extra surplus would indicate 
ichnical insolvency. 

Within the bill, whether we use the mean deduct rate or the 5-year average, 
the deduction does increase when the earned rate increases. The two methods 
vary only to the degree that the mean rate involves, to some extent, the original 
actuarially assumed interest rate. The use of the pure 5-year average avoids any 


| discrimination between companies. 


a ——— 
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Mr. Guest. Well, I would like to put it in the record now that when 
you earn a higher rate, by the bill I am required to revalue my busi- 
uss at that, higher rate, which in turn shows larger surplus, the 
interest related to which is fully taxable under this corporate return, 
»I think it is a matter of emphasis we are speaking of, Senator Gore. 
I will give it careful consideration. 

Senator Gore. Yes, give it a lot of emphasis, because you have 
suggested a double emphasis compared with what the bill now calls 
for. 

Mr. Guest. If I may be permitted, I haven’t quite agreed to that. 

Senator Gore. Let me qualify my statement by saying as I interpret 
your suggestion. 

Mr, Guest. That is all right. 

Senator Gore. Thank you, Mr. Chairman. 

Senator Burter. Mr. Guest, while we would amend the bill as you 
have suggested, would it alleviate your problem to have your negative 
carried over as a loss for future years, and if so, have you any esti- 
nate of what it would cost in revenue ¢ 

Mr. Guest. The answer to the question is that it would be no help, 
ind I have no idea what the accumulated cost would be. It would 
oe be quite large, and any reasonable result of those extraordinary 
osses would be deferred into quite a number of years later instead 
of their being deducted in the year in which they should be deducted 
ina normal tax procedure, as in the case of other types of industries. 

If Ford has no earnings, they pay no tax. 

Senator Butter. But you are a little different, because you do have 
mings. You don’t have them in one category, but you do have 
substantial earnings in another category. What I was suggesting 
for your thought was that maybe you could carry over the loss, or 
tarry over the negative into future years without disturbing the cal- 
culations under step 1. 

Mr. Gurst. My answer to that is I think it wouldn’t be effectual. 
Moreover, I have a feeling that Treasury and your joint committee 
might take a dim view of it. 
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Senator Burier. I don’t know that. I was just suggesti 
maybe it might be something you might think about. a 
ne Cuarrman. Thank you you very much, Mr. Guest. 
See also p. 682.) 
he next witness is Mr. Charles A. Taylor, the Life Insurang 
Co. of Virginia. 


STATEMENT OF CHARLES A. TAYLOR, PRESIDENT, THE Lipp 
INSURANCE CO. OF VIRGINIA, RICHMOND, VA. 


Mr. Taytor. Thank you, Senator. 
My name is Charles A. Taylor. I am president of the Life Ingyr. 


ance Co. of Virginia, in Richmond. I am speaking for that company, | 


which is a stock company, nearly all of whose business is nonpartici- 
pating. 

H.R. 4245 seems to me a well thought out bill and its authors seem 
to me deserving of thanks from life insurance people for having recog. 
nized and provided for so many of the peculiarities of the life insur. 
ance business, particularly the competitive situation between stock and 
mutual companies. 

Once we life insurance people become resigned to the fact that the 
U.S. Government does not intend to recognize, in Federal income tax 
laws, the heavy burden of taxation imposed upon us by the States, I 
believe we will begin to see virtues in H.R. 4245. Naturally wean 
reluctant to give up the fight for recognition of the burden of State 
taxation but since I believe that a lost cause, my discussion will be 
limited to several points where, I believe H.R. 4245 can be improved 
materially without sacrifice of principle and without sacrifice of much 
of its capacity to produce revenue. 

The first has to do with subpart B which imposes a tax on invest- 
ment income and is currently nicknamed “phase 1.” The concept of 
determining a reserve interest deduction by revaluing life insurance 
reserves to conform to the actual rate of interest earned by each indi- 
vidual company is ingenious, workable and equitable. However, the 
modification of this concept in H.R. 4245 by using, instead of the actual 
rate of interest earned by each company, the mean of that rate and the 
rate of interest assumed by each company, seems to me unfortunate 
and unnecessary. 

Apparently the reason for using the mean of the actual and assumed 
interest rates, instead of the actual rate alone, was that the latter did 
not produce enough revenue. But greater revenue can be produced 
in another way, without abandoning principle. 

What’s wrong with the introduction in part of the assumed interest 
rate is that this rate is to a large extent, within the control of com- 

anies and is necessarily somewhat artificial and selected by companies 

or practical reasons. The provision in H.R. 4245 for basing taxesm 
part upon the assumed rate might well place a premium, through 4 
tax inducement, upon weakening policy reserves. 

The suggestion many of us would make is that instead of using the 
mean of the assumed rate and the actual rate, the bill be amended to 
use instead the average of the actual rates earned by each company 
over the latest 5-year period. This would produce a great deal more 
revenue, under present conditions, than the actual rate for a single 
year, but not quite as much as under H.R. 4245 as now written. 
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In making this suggestion, I am quite aware of the fact that much 
the greater part of any immediate tax reduction from this source 
would go to the mutual companies and to those stock companies who 
have a great deal of participating business. But I believe that, by 
sticking to sound principles and avoiding temptations toward weaken- 
ing the structures of our companies, we will all be better off. 

e second thing I would like to discuss relates to subpart C, popu- 
larly known as “phase 2.” This imposes what may be a partial or 
interim tax on gains from operations other than investment. income. 
To me, this part of the bill, when considered in connection with sub- 

rt D, “phase 3,” constitutes the genius of the concept behind the 

il. If phases 1 or 2 do overlook any part of a company’s gains 
from operations, they must eventually be taxed sa phase 3. 
However, by permitting under phase 2 reasonable amounts to be 
added, as a company grows, to safety margins for the protection of 

licyholders, the bill recognizes one of the most important aspects 
of the life insurance business: The pressing necessity for safety mar- 
gins beyond the policy reserves required by law. Moreover, by per- 
mitting somewhat greater margins for nonparticipating business and 
by limiting any operating loss deduction due to policyholders divi- 
dends, from phase 1 the bill recognizes the practical differences 
between guaranteed cost of nonparticipating life insurance, from the 
participating type, and largely eliminates the danger that nonpartici- 
pating insurance can be injured competitively through underpricing 
due to a tax advantage. 

I believe that cuier this bill, nonparticipating companies can live 
and grow, while paying the full corporate tax on all earnings (al- 
though some part may be deferred), but the deductions under phase 
2are a vital part of that competitive balance. If the 10 percent de- 
duction of the increase in nonparticipating reserves; the 2-percent 
deduction of group insurance premiums, and the deferment of a part 
of the income aos phase 2 are changed, it will be a very difficult 
matter for nonparticipating companies to maintain the degree of 
safety needed for competitive purposes. We must have substantial 

uality with the mutual companies. At this point I would like to 

permission to file as an addendum a memorandum prepared by 
Mr. Henry F. Rood, senior vice president of the Lincoln National 
Life Insurance Co., covering the need of the 10 percent deduction for 
nonparticipating policies. 

The Cuarmman. Without objection it may be done. 

Mr. Taytor. Thank you, sir. 

(The statement referred to follows :) 


NEED OF A POLICYHOLDERS’ PROTECTIVE FUND 
Insurance Co. 


(By Henry F. Rood, senior vice president, the Lincoln National Life) 


The statutory reserves of a life insurance company are based on fixed rates 
of mortality and interest established in accordance with the laws of the various 
States. They represent the present value of the company’s future obligations 
less the present value of the net premiums the company expects to receive both 
figured on the basis of these fixed rates. 

So long as expenses, death claims, and interest rates remain reasonably close 
to the assumptions made, the statutory reserves plus the future premiums to 
be collected will be adequate to meet the death claims as they arise. Situations 
may occur, however, where the statutory reserves will not be adequate to pro- 
tect the policyholders against insolvency. These may be due to— 











180 TAX FORMULA FOR LIFE INSURANCE COMPANIES 


(1) Sudden catastrophies such as epidemics, wars, or depressions when mor- 
tality rates soar or capital losses are heavy. 

(2) Long-term changes in trends such as the higher expenses caused by 
inflation or the decline in interest rates resulting either from general business 
conditions or from a controlled economy. 

Examples of these various situations are illustrated below: 

(1) Mortality.—Mortality rates vary as the result of war, epidemic, disaster 
and depression. According to the “1958 Life Insurance Fact Book,” the ordinary 
policyholder death rate in 1957 was 6.1 per thousand, about 5 percent higher 
than the record low of 5.8 in 1956. This increase was due to the Asian fy 
epidemic. There have been other significant variations in the death rate by 
years. It rose from 7.5 in 1915 to 10.3 in 1918, a war and flu year. Similarly 
it rose from 6.8 in 1927, a prosperous year, to 7.8 in 1934, a depression year. 
Again it increased from 6.7 in 1942 to 7.9 in 1945, a war year, and went back to 
6.7 in 1946 when hostilities had ceased. These are industry average; the fluctua. 
tions for individual companies were even greater. 

Comparison of average death rates can be misleading because of the changes 
in distribution of business by age of insured and duration of policy, but it is 
informative to make such comparisons over a short period of time. 

There is no reason to assume that any of the factors which might have 
pronounced adverse effects on mortality have been eliminated. The results of 
war, depression, epidemics, and disaster are but too familiar. The group insur. 
ance writers, in particular, have a concentrated hazard which renders them 
particularly subject to adverse mortality experience resulting from epidemics 
and disasters such as the Texas City explosion. 

(2) Interest.—Interest rates change in accordance with the supply of and 
demand for funds but for long periods may be subject to artificial controls 
such as existed from World War II until 1951. Since life insurance companies 
are long-term investors, the rate of interest they can earn on their assets rises 
sluggishly when interest rates turn up but quickly reflects a downturn because 
of refundings. In 1930 the industry earned a 5.5 percent and 4 years later only 
8.92. Similarly, interest dropped from 3.23 percent in 1944 to 2.88 percent in 
1947. The rate of decline between 1930 and 1947 was 43 percent, but the rate 
of recovery since 1947 has not been nearly so rapid. This is understandable as 
borrowers are quick to refinance loans when interest rates are falling but do not 
repay in advance obligations bearing favorable rates of interst during period 
of rising interest rates. The record shows how quickly and drastically interest 
earning can plummet in event of depression or war. 

(3) EBrpenses.—It is unnecessary to dwell long on the subject of inflation. 
Everyone knows that salaries, rents, equipment prices, taxes, and other operating 
expenses have all increased tremendously. One large company noted a rise of 
more than 40 percent during the last 10 years in its annual administration cost 
per policy during renewal years in spite of much greater mechanization. 

(4) Capital losses.—During the period from January 1, 1930, to December 
31, 1938, the 26 largest companies suffered capital losses of $693 million on 
mortgage loans, bonds, stocks, and real estate as compared with $12% billion 
held at the beginning of that period. 

The existing situation with respect to life insurance company assets is even 
more important. According to the “1958 Life Insurance Fact Book,” the 
American life insurance industry had aggregate assets of $101.3 billion at the 
end of 1957 and surplus of $814 billion or 8.12 percent of total assets. 

This surplus was computed by carrying nearly all bonds at amortized values 
and mortgages at par value regardless of the current value of these assets in the 
market place, which some might claim was the true criterion of their value. 
Certainly market value is what a company can obtain for these investments if it 
is forced to sell them to meet, for example, a run on cash values or catastrophic 
death claims. I think everyone will agree that such market value cannot be 
ignored in computing the real surplus position of the life insurance companies. 
If such investments were valued at their market values under present conditions, 
the companies’ surplus would be very much less than those shown in their 
statements, and in many cases would be critically low. 

The reason for this is that most bonds and mortgages owned by life insur- 
ance companies today have market values well below their amortized or par 
values, respectively. This is true for two reasons: 

(1) A sharp rise im interest rates has brought about a decline in the 
market prices of fixed-dollar securities. For example, the Victory loan 
214’s of 1972-67, which were offered to the public at par in 1946 and which 
for years, thereafter, sold at premiums above par, are now selling below 88. 
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(2) The credit standing of, some bonds and mortgages has deteriorated, 
causing them to decline in market value. .For example, the bonds of many 
formerly prosperous railroads and.some industries, and even some municipal 
ponds, have declined sharply in market value for this reason. 

Of these two factors, the former is the most important one under today’s 
enditions. Unfortunately, it is.not possible to demonstrate the full effect 
o market values of the recent rise in interest rates. 

However, the effect may be demonstrated by a sampling process and this 
pas been done in table I. The bond, issues included in this table were pur- 
chased as new issues by one life insurance company over the years 1940-55, 
inclusive, and they are still owned by it. They are largely bond issues of 
high quality and an attempt was made to exclude any issue whose decline 
jn price may be partly due to a deterioration in. good standing. 

It will be noted that for the 41 issues listed, the average book ‘or amor- 
tized value was 101 and the average quoted market value was 87.7, indicat- 
ing a Shrinkage of market below book of over 13 percent on average. The cur- 
rent market values of these listed bonds are now somewhat below those quoted 
for December 31, 1957, due to a subsequent rise in interest rates. 

The second reason why some bonds held by life insurance companies today 
sell well below their amortized values is a decline in credit standing of the 
obligor. This is true of many railroad bonds today. At the end of 1957 
the railroad bonds, other than equipment trust obligations, owned by one 
substantial life insurance company had quoted market values which were on 
average 15 percent below the value used in determining surplus. Due to the 
further decline in railroad credit in 1958, these bonds are quoted at still more 
depressed levels. In 1958 the country’s two largest railroad systems were op- 
erated in the red for several months. 

Another area of present loss and trouble for life insurance companies is 
turnpike and bridge revenue bonds. A number of such bonds are not even 
having their interest earned at present, let alone any provision for return 
of principal, and such bonds are selling at deep discounts below their amor- 
tized values. Some, indeed, are now rated as nonamortizable and must be 
written down by their holders to their depressed market values. 

The industrial bonds held by life insurance companies today were largely 
acquired through direct purchase and are now the largest single category 
of bonds owned by them, making up nearly one-fourth of the total assets of 
the life insurance industry. This type of bondholding has not yet been tested 
by really adverse business conditions. Such bonds have been acquired very 
largely during the postwar period of high economic activity, rather continu- 
ous inflation, and low business mortality. Prior to this period, life insur- 
ance holdings of such industrial bonds were relatively small. 

During such a period as that through which we have just passed, there is 
a tendency to lose sight of the risk factor in investments and it is, therefore, 
healthy to take a look at the long-term experience. Such a look is provided by 
the corporate bond study recently published by the National Bureau of Eco- 
nomic Research. This monumental study covered the history of corporate 
bonds in this country from 1900 to the beginning of 1944. It included the ex- 
perience on some $56 billion of corporate bonds, including all issues of $5 
million and over, of which there was a record, and a sampling of smaller issues. 
In table II is shown the proportion of outstanding bonds which were in default 
in the various years over this period. It will be noted that defaults remained 
ata fairly low level for an extended period of years up to 1931, after which they 
began to rise rapidly, reaching a peak of 15.3 percent of all outstanding bonds 
in 1940, which was over one-seventh of all corporate bonds then outstanding. 
It should be borne in mind that when a bond held by a life insurance company 
goes into default it must immediately be written down to market value and 
experience has shown that this market value may be one-third or less of the 
former amortized value. It is worth noting that of all industrial bonds out- 
standing in 1900, or issued in the following 43 years, 15 percent went into default. 
This may give some idea of the exposure to risk of the very large industrial 
bondholdings of life insurance companies today. 

While common stocks now constitute a small part of life company assets, 
there is a tendency for these to grow in importance and some life insurance 
companies have already achieved substantial holdings of these. Under present 
valuation rules, such stocks must be valued at market values so that the ability 
of a life insurance company to own them depends very much on whether the 
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company has enough surplus to absorb downward market fluctuations. [Ip the 
past these downward fluctuations have been substantial, as is shown in table 
III. This table shows the percentage declines which have taken place in, the 
Dow Jones Average of 30 industrial stocks during the present century. 
largest such decline was from ‘April 1930, to“July 1932, of 86 percent,*w 
we can only hope will not be repeated. However, there were seven other oe. 
casions since 1900 when this stock average declined from 40 to 50 percent 
There were also four periods in the generally prosperous years since World War 
II in which this average declined from 14 to 25 percent. 

In order to provide a cushion against these losses, whether they be sudden 
catastrophies or a gradual erosion because of inflation or a change in t 
it is necessary for life insurance companies to carry a policyholder protective 
fund in addition to the statutory reserve. 

Some of the factors which determine how large a company’s policyholder pro. 
tective fund should be are : 

(1) Size of company. 

(2) Interest rate used in computing reserves. 

(3) Amount of group and accident and sickness business. 

(4) Level of premium rates. 

(5) Proportion of participating and nonparticipating insurance. 

It seems clear that a large company needs less surplus in relation to its assets 
than does a small company as fluctuations are likely to be smaller. Table Iy 
shows the ratio of capital and surplus to assets as of December 31, 1957, for 
39 mutual and 59 stock companies grouped by size of total assets. It indicates 
that the ratios drop as the size of the company goes up. 

Since a higher rate of interest produces a lower reserve it is obvious that 
of two companies of similar size and type of operation, the one using the higher 
rate of interest to compute its reserves will have the smaller reserves and will 
need to hold the larger surplus. For example, a company with 3% percent 
reserves would require more surplus than a company with 21% percent reserves. 
Employing the generally accepted formula that a 1 percent higher interest 
rate produces a 10 percent lower reserve, it may be concluded that the addi- 
tional surplus needed would be equal to 10 percent of the reserve. Since non- 
participating companies generally use higher interest rates for reserves-than 
participating companies, they require more surplus. Table V indicates that 
the stock companies have an average valuation rate of 2.980 percent as com- 
pared with 2.725 percent for the mutual companies. To take into account this 
factor alone the stock companies should carry more surplus than the mutual 
companies, the additional amount being 2.55 percent of the reserves. 

With respect to the third point, it is evident that a large surplus is needed 
because of the catastrophe hazard involved in group insurance. A factor 
based on a percentage of premium income is most appropriate for this purpose 
and several States require a special group contingency reserve based on such 
a formula. 

The size of the surplus should undoubtedly be related to the purposes for 
which it is intended and should vary by company. It is difficult, if not im- 
possible, to find a theoretically exact formula. One based upon past experience 
might not be appropriate ‘because, of:changes in operations. For example, a 
reserve for mortgage loan losses based on those of the thirties might'.net be 
applicable today because so many more loans are regularly reduced by monthly 
amortization and others are guaranteed in full or in part by the Government. 

There is considerable merit, however, in examining the ratios of capital and 
surplus to reserves for the companies during a period when management de 
cisions were not influenced by tax considerations. Table VI shows that in 
1928 and again in 1957 when companies had an opportunity to accumulate the 
capital and surplus needed in the judgment of management that stock companies 
held amounts equal to 15 to 16 percent of reserves and mutuals maintained 
8 to 9 percent. During the depression years these figures dropped, but as 
rapidly as possible they were restored. For all member companies of the 
American Life Convention the ratio of capital and surplus to reserves at the 
end of 1957 was 7.22 percent for mutuals and 14.41 percent for stocks, a dif- 
ference of slightly over 7 percent. 

It should be remembered that many stock companies issue both participating 
and nonparticipating business. Consequently the 7-percent differential between 
stock and mutual companies does not represent the full additional amount which 
is needed for nonparticipating policies. In event of serious loss, a company 
issuing participating insurance has two ways of recouping its losses. It may 
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since dividends to policyholders or it may draw upon surplus. A company 
ich issues only nonparticipating policies, however, must recover all losses 
fom Surplus and it.is. axiomatic that a larger surplus or policyholder protective 
qd is needed for nonpartictpating insurance than for participating policies. 
dn attempt has been made to determine how much larger the fund should 
for nonparticipating business. The first step was to show the historic dif- 
gence a8 indicated in table VI. This demonstrates that management, when 
wt influenced by tax considerations, has traditionally believed that at least a 
tpercent differential is advisable. 

The actual reason for the difference arises from the fact that dividends to 

holders can be reduced under participating policies. It seemed appro- 

, therefore, to consider— 

(1) the additional margins found in participating premiums as compared 
with nonparticipating premiums ; 

(2) the relationship of 1 year’s dividends to reserves ; 

(3) the amounts recovered by a representative group of mutual com- 
panies through reduction in dividends during the depression years of the 
thirties and the war years of the forties. 

Table VII compares participating and nonparticipating premiums for a group 
frepresentative companies. Various distributions of business by age and year 
wf issue were tried, and the results indicated that nonparticipating premiums 
geabout 15 percent lower than participating rates. 

The ratios of 1929 dividends to reserves on December 31, 1928, are shown 
low for five well-known mutual life insurance companies: 


Percent 
SE ER iAiipdbinrennrennsnenoammeneninineyenennipnarcigsamsen siete iinuiviiiptnmaenins aneaine SCS EE ) 
SE Bi soli nniiarenermscnenaves po eomssinwncoemaninenettiaanandgnttninca aaa lutabhi alata tieleininss 5. 29 
trae ees on aocenyassasenssenineoeiche orion sein eosestiapeana tassiememiepaidiace amines daira Aiaeaceai 6. 02 
fompany D__-_- seux'sinvipiaiataatiaigeividnty tetaksaameseneailntaadaeiiamem nate inate aed 5. 93 
I aed a eesacncn nt crater iaatitietia egestas tanassarvitascadladethitesaahlinetisitilathltgre ene 6. 09 


The actual dividend levels of these five companies, compared with the 1929 
fiyidend scales, are shown in table VIII for the 16-year period 1930 to 1945. 
Dering these years the companies experienced deflated asset values, adverse 
nortality and disability experience, and a long period of declining interest rates. 
Consequently, the reductions in dividends were rather severe. 

The problem of estimating the present value of the reduction in dividends 
for these five companies is not an easy one. Two different methods were used. 
first, an estimate was made on the basis of the reductions in dividends as 
shown in table VIII. The effect of mortality rates, high depression termination 
mtes, and interest were considered. This procedure indicated that the value 
of the reduction in dividends on December 31, 1929, for each of the five companies 
was equivalent to from 1.15 to 2.53 years’ dividends based on the 1929 projected 
sale. Multiplying these factors by the ratios of dividends incurred in 1929 
to December 31, 1928, reserves produced ratios averaging 9.1 percent of reserves 
forthese companies. 

The second method consisted of evaluating the reducing ratios of dividends 
paid in each year to the reserves at the beginning of that year. This produced 
aivalue on December 31, 1929, of dividend reductions averaging 15.2 percent 
of reserves on that date. 

There are reasons to believe that the first method produces too low a figure 
and the second too high a ratio, but they indicate the probable range. It might 


| appropriate to take the mean of 12 percent. This is the amount which should 
| tw allowed for nonparticipating policies in addition to any policyholders’ pro- 


lective fund for all ordinary business. 
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TABLE I.—Comparison of book and market values 








eccrine 
Year of Book 
issue and Bond issue value nous 
purchase Dec, 31, 195% | Dee. 31, 1957 
ins ol “ = ella a : anne 
1940 Central Maine Power 3s 1970 ; $103.8 $43 
Detroit Edison 3s 1970_.. . 103. 5 = 
1941 Pacific Gas & Electric 3s 1971. __- 102.9 | ae 
1942 Florida Power & Light 344s 1972 100. 6 | as 
1943 Delaware Power & Light 3s 1973_._. 103.0 | HH 
lowa Power & Light 3s 1973 105.0 | 8 4 
1944 Rirmingham Electric 3s 1974. 100.6 | 4 
Central New York Power 3s 1974___. 101.4 2.9 
1945 Buffalo Niagara Electric 234s 1975 103, 2 #.0 
Central Ilinois Electric & Gas 3s 1975 101.7 83.0 
Continental Baking 3s 1965 ; 101.0 8.0 
1946 American Telephone & Telegraph 254s 1986. . 100. 2 82.0 
El Paso Electric 2%s 1976... _.. 100, 0 81.0 
Secony Mobile 2}4s 1976. _- 100.0 87.0 
Selected Industries 274s 1961 100. 2 9 0 
1947 American Telephone & Telegraph 234s 1982 101. 6 86.0 
Arkansas Power & Light 274s 1977. -- 100. 4 6.0 
International Bank 1972 101, 1 92.0 
R. H. Macy 2?4s 1972 9.1 RO 
May Department Stores 254s 1972 100. 5 84.0 
1948 Dayton Power & Light 3s 1978 y 100. 7 90.0 
Michigan Rell Telephone 344s 1988 101.6 80.0 
1949 Alabama Gas 3}4s 1971__- 100.3 85,0 
California Oregon Power 274s 1979 ‘ 102. 0 84.0 
Food Machinery & Chemical 2%s 1969 100. 5 89.0 
Sperry Corp. 3s 1969. _. 100, 2 77.0 
1950 Appalachian Electric Power 274s 1980 102. 0 85.0 
Atlantic City Electric 2%s 1980 10, 5 85.0 
Commonwealth Edison 2%s 1999 100. 2 78.0 
1951 West Texas Utilities 354s 1981 102. 0 “0 
Tennessee Gas Transmission 34s 1971 OR, 5 9.0 
Borden Co. 274s 1981 __- 100, 0 0 
International Bank 3s 1976 100.0 0.0 
Sylvania Electric 3%s 1971. 99.0 89.() 
1952 Cleveland Electric Iluminating 3s 1982 100. 5 87.0 
Pacific Power & Light 354s 1982 100. 4 4.0 
International Bank 3%%s 1975 99.7 95,0 
1954 Columbia Gas Systems 3s 1979 101.7 95.0 
Pacific Power & Light 34s 1984 192. 6 83.0 
Food Fair Stores 344s 1974_. . ..._- 100. 0 85.0 
1955 U.S. Plywood 3.40s 1980. 100. 0 6.0 
Average of 41 issues. 101.0 87.7 


TABLE II.—Proportion of total corporate bonds outstanding in default 


{Dollar amounts in millions] 


i 
| Total out- | Outstand- Percent Total out- | Outstand- | 
standing ing in in default standing | ing in 
default | | default 

1900..........| $5, 935 $22 | oe 10... .2.- $20, 319 $795 
1901 pacha 6, 514 46 | wv 1924... 21, 035 4M4 
7, 826 41 5 1925..... 22, 104 550 | 
i al ara linriaraas 8, 633 33 4 1926 . 22, 992 | 679 
Bec as chon 9, 325 28 | .8 || 1927 24, 449 578 
Pescnsnesas | 10, 087 29 | .3 aa eal 26, 476 732 
Sn ndipiengianl | 10, 874 | 38 | SIU I tintin 27, 026 | 470 
eee 11, 795 | 51 | .4 |] 1930... 27, 194 482 
ince 12, 594 56 | .4 || 1931_... 28, 555 | 489 
i din agsben 13, 417 229 | 1.7 1932 29, 014 1, 175 
da ait dices 13, 967 255 | ON a ctene 28, 607 2, 139 | 
i tmpeies ne 14, 480 274 | 1.9 1934 an 27, S41 3, 411 
ai tieeaienes 15, 303 266 | 1.7 || 1085... 27, 246 3, 505 
Cg ace 16, 073 338 | 2.1 1936... 26, 518 3, 045 
awstats 16, 470 397 | 2.4 1937... 26, 351 3, 668 
i autnacitieed 16, 942 960 5.7 1938 25, 407 3,490 
i 17, 227 1, 057 | 6.1 1939... 25, 883 3, 842 
i etaacsicains eal 17, 474 | 738 4.2 || 1940..... 25, 360 3, 887 
=a 17, 7! 539 | 3.0 |} 1941__.. 24, 866 3, 518 
ti etekene 17, 859 734 | 4.1 || 1942 24, 047 3, 205 | 
i iintheniinasets 18, 085 943 | 5.2 1943. 23, 723 3, 084 | 
ccs adsnenlel 18, 773 974 | 5.2 1944... 22, 798 2, 966 
eee i 19, 696 932 4.7 
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quiz I11—Major declines in common stock prices as reflected by Dow, Jones 
average of 30 industrial stocks 





———- i i 











Drop in Low point 
stock prices of decline 
SS sepuisiseimirnemnsiinaetpitaaainnntiednndanimenaiatiaiaghaniadthcaid-tniamniaeane 
Percent 
RIES BDI. ania Uididetinins bwcnhsndtye wnecubirieaddntetinouasauaalia —46 31 
Fy 1908 I ich cetrtnae tectiencneemnatihinanapinecemcebunsitiplinninnd anit —49 | 39 
November 1916 to December 1917 —40 66 
November 1919 to August 1921_......-- —47 | 64 
Septem ber I I i sinless cae betcieeadinieienaniniaai —48 | 195 
OEE cinendatcacadarsiubebshinetacetnisweptcmmapatiogeienbaiias —86 | 41 
2 Ce Sl aternccnmneeenarhwsnsnyneounne simi rninicnnpies —49 97 
EE Bo dnemsncabsnneonpagyéucqceacomssecdsasncnseetoucen —40 93 
Oe —25 160 
SSO SOME 1OGDQ ncansenpcenmacweqocosesboocescercccusosdaseteeunmansed —17 | 161 
PTC? GESIRUCT DUUD... ccccconesssecsecenscscqnatewsessewwesueute —14 | 254 
ries 00 OOOO? 1967... 2... encneccencccocnncceccecenenenecasccesecccce —19 419 





Taste I1V.—Ratio of capital and surplus’ to assets for companies grouped by size 
MUTUAL COMPANIES 





| 


| 
Total assets | Number of | Average of 

















companies | ratios 

Percent 
i Sh. .orcnccsnntbnhttonadiatth Quashceanuteicdenueddydintinen 20 | 7.1 
SE. cccccescqssnennccendanencenensegunsconnens = cane eesinamenaiainnaies 7 | 6.9 
$i to $5 billion ee 7 | 6.4 
i PEO... 20s+6ainSertudeuaneeteuseseasceesnenweceseunueweeraes 5 6.2 
RINE... cnecconcncctineséuimennsscebisindetecetveiiasenewegs 39 | 6.8 

STOCK COMPANIES 

Percent 
St PL. «cnnadulhegenantantohdibebenscknaniadinmaaee abdnapesnal 27 23.9 
SIN <6. netitinedtbtrntgpialnathenhtctielemsbiiiadnmmtambaaaseeas 21 13.5 
i Pe... .ccsssteecunt Sicninith pies en Siesthieiaininenasihantintianennadb aaa wkideawbeeies | 7 9.1 
ED I. cicuewegied cbbadaukinedineonnneehtaliaapondbaandak ad 4 | 9.5 
SITIII ncnscnenipernihisthinncassictnencaenianatbeainamicrediamed ountaatebeanntien 59 | 17.5 


| } 





1 Surplus as shown on p. 4, lines 27 and 29, of the annual statement. 


Taste V.—Average interest rates used for reserves in 1957 by member companies 
of the American Life Convention 


Percent 

ah ec hcoeteascin tablelands niettiteeigeit uoaiaadibaiienistanhitelieninbicanniummanialein 2. 980 
I a 2. 725 
I ee ia it ieeidacinsaineinincestintpsibamaeie ln . 200 


Taste VI.—Average of ratios of capital and surplus to reserves for 10 mutual 
and 7 stock companies in 1928, 1934, 1938, and 1957 














Excess of 








7 stock 10 mutual stock over 

companies | companies mutual 

averages 

| Percent Percent Percent 
ee ee seas eateries ee 15.9 | 8.4 | 7.5 
A cn ewcape AEB SEE IID EGS A CE TIE EE 110.3 | 5.9 4.4 
PG ihed, i OC es ee 18.5 | 5.5 | 3.0 
a 15.4 | 9.0 | 6.4 

i | 


eternal nat Rar aaa aaactatctna ia ns eterna tiitniacitnaitaee caa dat ee 


'If capital and contributed surplus paid in by stockholders since 1928 were excluded, the Dec. 31, 1934, 
iverage ratio would be 8.8 percent, and the Dee. 31, 1988, ratio would be 7.5 percent. 


87532—59 138 
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Taste VII.—Ratio of nonparticipating premiums to participating premiums by 
year of issue : 








[Percent] 
aiiciaiadeneiiiatil ce 
Year of issue 
o ee ee a 
> | Q228 
| 1958 1948 1938 1921 
Ordinary life: 
Becca hadi insceeerenaticiemcimaninienmameieemendeieiaemin ‘i 77 80 80 82 
a cl etipnniimsieenemabeitnnanipaimnen : 81 83 84 | 84 
a a ca tll ‘ 84 | 86 87 | 86 
20-payment life: 
Sah tellnenis hdlinepatneatdinateanencapetmnanciinns 82 83 83 | 8 
ROD Oe. ccctrtndatirowenameonnesetenennnen | 84 | 85 86 4 
cite inttena bp edpnaiiienb cite | 85 | 8S 88 86 
20-year endowment | 
aia einer ~ 92 92 90 | 87 
Ne 90 | 90 | 89 | 88 
le anette halal ieeacaeceri ina 88 | 88 | 88 | 86 


| | | 





Note.—The Flitcraft compends for the years indicated were used as the source of the data. The number 
of different companies entering into the averages ranged from 11 nonparticipating companies in 1921 to 61 
participating companies in 1948. Where the rate was based on size of policy, $5,000 was used. 


Tas_e VIII.—Dividend levels 1930-45 for 5 companies compared with 1929 
dividend scale 


RATIOS TO 1929 DIVIDEND SCALE 








[Percent] 

} | 
Year | Company A | Company B | Company C | Company D | Company E 
| | = * 
I i iraiciiiacetlate ails ates 100 100 | 100 | 100 100 
ihe a lhe aa ane | 100 | 100 96 100 100 
ic wsccccdcamnccemipenbconescel 75 | 96 | 8S v8 100 
So sitebeiiees 72 72 72 86 95 
al dle ces 2 69 60 67 R5 72 
aes dinar iinet nee ; 34 aw 67 | RS M4 
le kd oe 38 60 a 75 M4 
Se iil 38 62 70 76 70 
ante dac acai ; 49 62 65 76 4 
i iiniibindiansicaaies 2 : ints 55 62 47 77 74 
i ceneenmedites sittndialaisadaneonieall 55 | 62 | 52 76 74 
iinegpwusesecteuseussenseccesees 55 62 44 7 8 
eee ie a | 46 6! 44 60 % 
Se CEES . ietctennieiilial 46 | al 44 mw » 
Sits cpliaiietaiteiinanpiataiion al iil 46 61 44 60 7 
a a 46 61 50 60 7 

PRESENT VALUE OF DIVIDEND REDUCTIONS DECEMBER 31, 1929 
Equivalent number of | Equivalent percent of Dee, 
years of dividends on | Ratio of 1929 31, 1929, reserve 
Company 1929 scale dividends to 
a) a December ssi 
1928 reserves 
Low estimate High estimate Low estimate High estimate 
Percent Percent Percent 

A. 2.53 2.92 3.15 8.0 9.2 
B. 1. 91 2. 86 5. 29 10 1 15.1 
Co. 2 3. 22 6 02 13.2 19.4 
as dekeae 1. 23 3. 42 5. 93 7.3 2.3 
ot 1.15 1.99 609 7.0 12.1 
Average... - . ‘ . . 1 15.2 





Mr. Taytor. As a matter of fact it seems to me that phase 2 still 
does not do full justice in one respect: the limitations upon the de- 
ductibility of interest exempt from taxation and upon the inter- 
corporate dividend credit. The reason for these limitations is to pre 
vent double deductions, the theory being that a deduction having been 
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slowed for the policy reserve interest, whether invested in tax-exempt 
geurities or not, deduction under phase 2 would constitute a second 
eduction. ‘This is a confusing question and probably boils down to 
,question of interpretation of meanings. So far as tax-exempt inter- 
at is concerned, there seems to be a constitutional question involved 
nd I understand others who are competent to discuss such questions 
yill go into that side of the question. 

The practical side of the question seems to me this: As H.R. 4245 
ig written a life insurance company in deciding whether or not to 
ay tax-exempt securities pr stocks instead of taxable securities, faces 
sdifferent set of figures than a bank or other type corporation. A 
bank asks itself: Shall we buy a corporate bond which after tax will 
pet us 48 cents on the dollar of interest, or shall we buy a lower yield- 
ing municipal bond which will net us 100 cents on the dollar of 
interest ¢ 

The life insurance company, on the other hand, once it has in- 
vestments that produce interest to the point of its policy reserve inter- 
est deduction, asks itself a different question: Shall we buy the cor- 

rate bond on which the net return is 48 cents on the dollar, or a 
ae yielding tax-exempt security when, after taxes, the interest 
income is reduced to something like 65 cents on the dollar ¢ 

Another way of looking at the problem is that there are only so 
many tax-exempt securities to be Teed: If these are all bought by 
individuals or by corporations to whom they are wholly exempt, none 
of the income produces revenues to the Government. If some are 
bought by life insurance companies that is not true. 

Still another way of looking at the question is to consider whether 
a not a bank which pays interest on savings deposits is any more 
titled to deduct in full its tax-exempt interest than a life insurance 
company which has policyholders’ reserve interest item to be met. 

It does not seem to me that the same treatment on tax-exempt inter- 
terest and interincorporate dividend credits is given the life insurance 
business by H.R. 4245 as is given other corporations by other sections 
of the law, and I respectfully urge that you give it further considera- 
tion and grant equality of treatment. 

My final point has to do with the very large increase in taxes which 
mill be imposed upon many companies under H.R. 4245 on their 
1958 business. 

We believe a thrift institution such as ours should be encouraged. 
We hope you may see fit to reduce somewhat the tax take. Also it 
would be very helpful if there was a transition period such as is 
suggested in the letter of the Secretary of the Treasury of April 10, 
1958. 

Thank you very much for ener me to express these views. 

The Cuarrman. Thank you very much. 

Senator Frear. 

Senator Frear. No questions. 

The Cuamrman. Senator Carlson. 

Senator Douglas, do you have any questions? 

Senator Butler. 

Senator Butter. Mr. Taylor, I have a comparative table before 
me which I would like to make a part of the record at this time re- 
fecting the actual figures of the Monumental Life Insurance Co. in 
Baltimore City, in connection with the question you have raised in 
your statement. 
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I would like you to refer to that. I think it very well illustrates 
your point. 

The taxable income of this company which has, I think, 8 or 35 
ees of its investment portfolio in tax-exempt securities, under the 

ouse bill would pay a tax of $1,280,000, and a company having no 
tax exempts would pay a tax of $1,329,000, and this company actually, 
with the full allowance of tax-exempt interest and dividend credit, 
would pay but $1,096,000, which I think emphasises the point you 
have made. 

Mr. Taywor. That is exactly the point I was trying to make, and] 
am delighted you have put it in the form of figures which illustrate 
the point. 

Senator Butter. Yes, I think it would be a good illustration of the 
point | you have made, and I would like to put it in the record at this 
point, if the chairman would per mit it. 

Mr. Taytor. It would be very nice, as far as I am concerned. 

The Cuamman. The insertion will be made. 

(The tabulation referred to follows :) 


Monumental Life Insurance Co.—Taz computations based on estimates for 
year 1958 


{In thousands] 









































| H.R, 4245 | Assum 
| assumption: | full 
H.R. 4245 | Company ance for tax 
not having free and 
| tax free bonds! dividend 
or stocks 
smnierninn a - wabee | - | | ah 
Phase 1: | | 
1. Net investment income. --. - wewesecsseececssecsee| $7, 572 | 7, 572 $7, 572 
Deductions: } mt mo Oo t i 
i Deepa tet. 6 oon 4 hiss ec ssstes 301 , . | 201 
3. 8&5 percent dividend I tenia Rietinmea ‘ vol 147 ; 7 
‘Ne 
Total | 448 | 48 
4. Adjustment ‘(portion ‘of items 2 and 3 not allowed) 364 | siked 
NI --snenstia inti tesihiniatain tea tien int Ks side = M4 | ee 
5. Small business deduction. _..........----- isi 25 | 25 | % 
6. Interest required Caen... olansepeneuaniibapig 6, 075 | 6, 075 | 6, 075 
ee "eee ee . 39 | : % 
RMS erator etstncrereess 6, 223 6, 139 | 6,88 
8. Taxable investment income-...........--....-------- 1, 349 1, 43% oa 985 
= > ————————— ST  —— 
Phase 2: | 
ip ae : | 29, 827 | 29, 827 | 2, 827 
| = = ss = $= 
10. Net investment income--.-.-..-..-.------- ee 7, 572 7, 572 | 7,57 
1l. Less tax free and dividend credit... .....-- hia 448 | | 4s 
Annie 7, 124 | 7, 14 
12. Plus Se racials (portion of item 11 not allowed). | 349 |----nnnnseee 
REE cn sevegucesoensneteselil LANA whghweses 7, 473 | | sda 
| ; == ——————=— 
etek. ..nc<-- 37, 300 37, 399 36, 961 
13. Less various deductions. se 33, 700 | 33, 700 | 33, 70 
4. Gain oi bind 3, 600 | 3, 699 | 3,251 
15. Less taxable investment income 1, 349 | 1, 433 8 
Site f ee ee eee 
Se SE eta renarirenasvorcess és 2, 251 2, 266 | 2m 
— = a I —— 
17. %4 of item 16... obi 1, 126 1, 133 1,18 
18. Plus taxable investment income. ......-...----. : 1, 349 | 1, 433 8 
' os oak wl 
Webeviier tl tht slots 2. 475 | 2, 566 | 2,118 
r ee —EE 
ee SIAN DOV 1 iAP. lish 1, 282 1, 329 1% 
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The CHammMan. Senator Gore. 

Senator Gore. Mr. Taylor, in your statement you speak of a 
subject which has troubled me no end. You say, “We must have 
substantial equality with the mutual companies.” 

Would you please explain to me what you mean by “substantial 
a ie pi a tay 

Mr. Tayor. Yes, sir; I will try to. 

It seems to me in our type of life insurance, the type of life in- 
surance we sell, the guaranteed cost nonparticipating insurance is 
to survive that up to a point at least the tax treatment for Federal 
income taxes of sonteaal companies and stock companies must be 
identical, if the latter companies are to survive. 

Senator Gore. Must be what ? 

Mr. Tayvor. Identical, not in dollars but in the formula applied. 
Senator Gore. Now, phase 1 does that, is that correct ? 

Mr. Taytor. Phase 1, as written in this bill, does that. 

I think that is point 1 that appears to me as making H.R. 4245 
a good bill. 

Senator Gore. Although you are suggesting changes? 

Mr. Taytor. I am suggesting a couple of changes; yes, sir. 
Senator Gore. Which would have the effect about which I ques- 
tioned Mr. Guest ? 

Mr. Taytor. You mean of reducing— 

Sentaor Gore. Of increasing the deduction. 

Mr. Taytor. Yes, sir; and while you were questioning Mr. Guest, 
I was very much afraid you might ask me the same thing. 
(Laughter. | 

Senator Gore. We will just skip over that one. 

Mr. Tayuor. All right; if you don’t want to go into it, I won't. 

Senator Gore. All right. Let’s presume for the sake of our discus- 
sion of this phrase you use here that phase 1 does treat mutual and 
stock companies alike. You say up to a point the taxes should be 
identical. 

Mr. Tayior. That is right. 

Senator Gore. All right. 

Mr. Taytor. And that point is phase 1. All the investment income 
of a mutual company and a stock company is taxed exactly alike 
under phase 1, and I like it. 

Senator Gorn. All right. 

Will you proceed to explain what you mean beyond that by “sub- 
stantial equality” up to on you said they are treated equally ? 

Mr. Taytor. Frankly that, so far as I am concerned, answers the 
uestion. There are some people who believe that phase 2 gives 
them a competitive advantage. If there is any, I believe it is so 
smal] it can be ignored. 

I think phase 1, as written, without any carryback of losses due to 
the payment of policyholders’ dividends, gives the nonparticipating 
Insurance companies the protection they need—phase 1, as written. 

Senator Gorr. I am sure you mean more than that by this term 
u : . ‘5 . “ 
substantial equality,” and I will ask you 

Mr. Tayxor. Actually, all we are asking is don’t put them in a 
position where they can underprice us through a tax advantage; that 
isall we are asking for. 

















190 TAX FORMULA FOR LIFE INSURANCE COMPANIES 


Senator Gore. I want to ask you a question, and I am troubled 
about it, and I am soliciting help here. I am not trying to be mean 
with you in any respect whatsoever; I hope I never w "ll be. 

I have had the suggestion made to me many times that if stock 
companies are taxed on their actual net earnings and the mutuals ar 
allowed to make deductions to policyholders the stock companies wil] 
not be able to survive. The statement made has not been in thoge 
identical words, but that seems to have been the meaning of many 
statements I have heard. 

The thing that has troubled me is this: I don’t quite see how taxa- 
tion on net * profits earned puts anybody out of business or could put 
anybody out of business. 

Mr. Taytor. I would agree with that, sir, except for the peculiarity 
of the mutual companies, if you are talking about the investment 
income. 

We, in our premium rates, must pay a 52-percent tax on all ora 
part of the investment income we earn, and we cannot compete with 
the mutual companies if they are not also required to pay a tax on 
that same investment income. 

As to expenses and mortality, that is another thing. 

Senator Gore. We assume, for the sake of our discussion here, that 
investment income is treated alike. 

Mr. Taytor. Yes, sir. 

Senator Gorr. Now let’s go to gains from operations. 

Mr. Taytor. Yes; other than investment income. 

Senator Gore. Other than investment income. 

Explain to me what you mean by “substantial equality.’ 

Mr. Taytor. Senator, I think you must be quoting somebody else 
and not me, because the substantial equality I seek is there in phase 1; 
that is all I am asking for, maintain that. 

Senator Gore. I am not sure that is all you mean. 

Mr. Taytor. Maybe I ought to be asking for more. [Laughter.] 

Senator Gore. I am sure that is not all that some of my friends 
mean, 

Mr. Tayzor. I have told you some of my friends do not agree with 
my stand on this. And I am speaking for myself. 

Senator Gore. I imagine there is wide disagreement among insur- 
ance men themselves on this bill. 

Mr. Tayuor. I am sure of that, Senator. 

Senator Gore. Do you mean in any way that the stock companies 
should be permitted to retain as untaxed profits an amount roughly 
comparable to the premium dividends paid by the mutual companies! 

Mr. Taytor. Senator, you are right. 

Senator Gore. Distributed. 

Mr. Taytor. I wrote this thing last Sunday, and when I was visit- 
ing in Atlanta, Ga., and I believe something was left out here. 

T thank you very much. There isa provision 

Senator Gore. Then you do mean something else ? 

Mr. Taytor. Yes,sir. There is a provision in phase 2 which I men- 
tioned for the deduction of 10 percent of the increase in the reserve 
on nonparticipating business which I do think is quite correct, and 
it is on that point that this addendum covers the need for that. 
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[do think in that respect, yes, in phase 2, we do need very definitely 
different treatment from the mutual companies in that respect. 

Senator Gore. I thought you did. 

Mr. Tayvor. I am nervous, Senator. Excuse me for forgetting that. 

Senator Gore. I assure you I have no desire whatsoever to create 
any competitive disadvantage for a privately owned company. In my 

rivate life I am a businessman and I try to make ends meet. 

Mr. Taytor. Yes, sir. 

Senator Gore. And thus far I am a little ahead of the hounds. I 
have no desire whatsoever to create a disadvantage for private stock 
companies in this case. 

But I do not understand why it is necessary to give to a stock com- 
pany a portion of its profits tax-free because a mutual refunds a cor- 
responding amount to the policyholder. I don’t know why it would 
discriminate unfairly against a stock company to require it to pay 
tax on its total net profits. 

Mr. Tayior. Senator, I would agree with you if we knew exactly 
what those total net profits are. They are very difficult to ascertain 
in the life insurance business. 

Senator Gore. I agree with you. 

Mr. Taytor. Actuarial calculations are crude at best, and I am an 
old actuary, but most people think we know exactly what they should 
be. Actually, we make the crudest sort of estimates. 

So all we are asking is that in making those estimates reasonable 
leeway be left so that we can have about the same thing as the mutual 
company has in its large premium, the dividend on which can be re- 
duced in times of calamity. We don’t have any such thing. We need 
to have a little money tucked aside for that purpose. 

Senator Gore. But, Mr. Taylor, you are asking for more than that. 

Mr. Taynor. Are we? 

Senator Gore. This bill provides for more than that. I agree with 
you that your liabilities cannot be determined with exactness, and I 
am willing to permit a liberal reserve. I am willing to provide a rea- 
sonable deferral of a portion of the taxes. But I don’t know why we 
should permit a private corporation to expand on tax-free profits in 
perpetuity. 

Mr. Taytor. I am not asking for that, sir, I hope. 

Senator Gore. You think, then, there should : a reasonable termi- 
nation date of the deferral ? 

Mr. Taytor. No actual termination date, but we life insurance com- 
panies contemplate being in business forever, actually. 

Senator Gore. I know you do, and it is contemplated that taxes 
will be deferred forever on a portion of the net earnings, and I think 
there should be a termination Sates 
_ Mr. Taytor. As a practical matter, there may well be. If the life 
surance business ever grows up to the point where we stop growing, 
where our new business written is just enough to cover the old business 
that goes off the books, where our reserves are no longer increasing, 
then, of course, there will be no increase in reserves to add to that 
fund. Such funds as have been set up in past years would still be there 
as long as we have that same number of policyholders to protect. 

So I think there is a practical termination date and, of course, if 
. do start downhill or liquidate, then the reserve would be taken 

own. 
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Senator Gore. Well, you have been very patient and generous, and 
I thank you. 

Senator Doveras. Mr. Chairman, may I ask a question ? 

The Cuarrman. Senator Douglas. 

Senator Doveras. Mr. Taylor, you have spoken of the difficulty of 
determining what your future mortality rate will be, and hence the 
charges as [reserves for] policyholders. 

Mr. Taywor. Yes, sir. 

Senator Doveias. May I ask this question ? 

Don’t you have already a tremendous safety factor and, indeed, g 
source of gain in the fact that you use a standard mortality table 
based in the main on the mortality rates of the 1930's? 

Mr. Taytor. Senator, there is more misunderstanding on that fea. 
ture than 
Senator Doveras. Let’s try to clear up some of the misunderstand. 
ings. 

Mr. Taytvor. I will try to go back to my actual mortality —— 

Senator Doveias. What is the standard mortality table you do usel 

Mr. Tayior. We are using for reserve purposes the CSO table based 
on the experience of the life insurance companies in the 1930's, that 
is for setting up policy reserves. 

Senator Dove.as. Yes. 

Mr. Taytor. We stock companies, in calculating our premiums, use 
our own experience—those of us who are large enough to have that— 
and in my own company it is a very recent experience. We are using 
the experiences of the Life Insurance Co. of Virginia from 195) 
to 1955 for the computation of our premiums. That is the mortality 
element in what we charge the public. 

Now, when we come to setting up our statement reserves—and it 
makes far less difference than most people think what mortality table 
you use—we do use the older table. 

Practically, I guess if we used right-up-to-date mortality tables for 
reserve purposes our reserves would not be decreased ; they would be 
slightly increased. That was the effect the last time we did that. 

Senator Doveias. Then you do, for reserve purposes, use the mor- 
tality tables of the 1930's? 

Mr. Taytor. Yes, sir. 

Senator Doveras. Is it not true that since 1930 there has been a 
decrease in the mortality rate and an increase in the average expec 
tation of life? 

Mr. Taytor. Very definitely ; yes, sir. 

Senator Doverias. That means your reserves are more than ample 

Mr. Taywor. No, sir; no, sir. Actually, as I just said, when we last 
modernized policy reserve mortality tables the net effect was to in- 
crease reserves, not to decreasethem. That is a misunderstood subject. 

Senator Dovetas. I would merely like to have you explain that in 
more detail, how a decrease in mortality causes you to increase the 
reserves. This is a mystery to me. 

Mr. Taytor. Senator, I was a member of the committee back 
in—close to 20 years ago now—that represented the various States m 
modernizing the mortality standard for reserve purposes. A 
report 

Senator Doveras. At that time what mortality table did you usef 
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Mr. Taytor. We brought out this one we are now using, the CSO. 
Senator Doveias. What had been the previous mortality table? 
Mr. Taytor. The old American Experience. 

Senator Dovueias. What had that been based on ? 

Mr. Taytor. 1860 or 

Senator Dovatas. 1867, isn’t that true? I congratulate the insur- 
ance industry in correcting the 1867 figures anit coming up to the 
1930’s, and the accumulation of a large portion of reserves in in- 
surance companies has been due to that factor, but now you are 20 

rs behind the times. 

Mr. Taytor. And they are being modernized again, I think, right 
now; but I don’t think it is going to reduce the amount of reserves, 

You see, under the reserve system we use in this country, and it is 
not like everybody else in the world, we are on what is known 
at a net level valuation system, net premium valuation system. 

The fact that you use a mortality table of much higher death rates, 
on the one side, our reserve can be looked at as the present value of 
your life insurance. How much it takes to pay all of your policies, if 
you get no more premiums, just discount for interest. 

On the other hand, you take off the premiums you expect to receive. 
Under our system you have a reduction on the present value of the 
insurance side which is quite substantial, but to a large degree there 
is just as much, and sometimes more, reduction on the other side, of 
the premiums you expect to receive, and the difference between the 
two, which constitutes your reserves, goes down more often than 
it up. 

f you look at a single premium policy only, all premiums paid, 
that is not true. The lower the mortality generally the higher the 
reserve, but on the average when we have modernized reserve tables, 
company reserves have not been decreased by that factor. 

This report that I was referring to, if you would like, sir, I think 
I have a copy in my office, I will lend it to you, and I believe that 
explains it better than I can do right here. 

Senator Doveras. Mr. Chairman, I do not mean to be sarcastic but 
I do not understand how this can be true. 

The Cuarrman. Thank you very much, Mr. Taylor. 

Mr. Tartor. Thank you, gentlemen. 

The CuHarrman. The next witness is Mr. Edward J. Schmuck, 
Acacia Mutua] Life Insurance Co. 


STATEMENT OF EDWARD J. SCHMUCK, VICE PRESIDENT AND GEN- 
ERAL COUNSEL, ACACIA MUTUAL LIFE INSURANCE C0.; ACCOM- 
PANIED BY LLOYD K. CRIPPEN, VICE PRESIDENT AND ACTUARY; 
AND WILLIAM SIMPSON, SECOND VICE PRESIDENT AND ASSO- 
CIATE ACTUARY, ACACIA MUTUAL LIFE INSURANCE CO. 





Mr. Scumuck. My name is Edward J. Schmuck. I am vice presi- 
dent and general counsel of the Acacia Mutual Life Insurance Co. I 
would like to associate with myself in this testimony Mr. Lloyd K. 
Crippen, vice president and actuary of our company, and Mr. Wil- 
liam Simpson, second vice president and associate actuary. From 
the nature of the questions that have been asked, I think technical as- 
sistance is going to be indicated. 
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Acacia supports the basic principles, the structure, and most of the 
detailed provisions of H.R. 4245. Subject to your committee’s poggj- 
ble modification of some specific aspects of the tax formula prescribed 
we urge strongly that your committee report H.R. 4245 favorably 
for adoption by the Senate. With equal vigor, we are opposed to the 
1942 formula as the effective method for the taxation of life insur- 
ance companies, either permanently or even on a 1-year temporary 
basis. 

In our opinion, H.R. 4245, in general, is a good law. It is not pos- 
sible in the time allotted by your committee either to discuss each eg- 
sential element of the bill or to marshal each argument in its support, 
Nor, in fact, would this appear necessary or perhaps even appropriate 
in view of the excellent report and analysis on the bill prepared by 
the Committee on Ways and Means, and the extremely able and in- 
formative discussion of the bill by Hon. Wilbur D. Mills, distinguished 
chairman of the Ways and Means Committee, and a number of his 
committee colleagues, when the bill was considered by the House of 
Representatives. 

Two sound and desirable basic changes distinguish H.R. 4245 from 
all formulas for the taxation of life insurance companies which have 
been effective since 1921: 

1. The tax of each company under each phase of the prescribed 
formula is based essentially on the individual company’s own operat- 
ing experience. 

2. Sources of taxable income of life insurance companies have been 
expanded to include not only taxable investment income but also a 
substantial portion of the other operating gains of the individual 
companies. Capital gainsare also subject t> tax. 

In the remainder of the statement we vill cover two points, why 
and how we believe phase 1 should be am:nded, and why we believe 
that the 1942 formula should not be, or remain, effective as the tax 
method even for a single year. 

H.R. 4245 is an implementation, to a considerable degree, of the 
company-by-company approach to the taxation of life insurance com- 
panies. In phase 1 it discards the unsound concept of previous 
formulas which determined taxable investment income of the indi- 
vidual life insurance company on the basis of a uniform average or 
arbitrary deduction for interest required to maintain policy reserves. 
Through its basic technique of revaluation of reserves, the proposed 
phase 1 formula establishes, on the basis of each company’s operating 
experience, a relationship among the company’s earned interest rate, 
reserve interest requirement, and surplus accumulation. While the 
phase 1 formula still gives some effect to the company s assumed in- 
terest rate in that it provides that the company’s deduction rate shall 
be the mean between the company’s earned interest rate and its assumed 
interest rate, the method proposed minimizes appreciably the effect 
of the individual company’s interest rate assumptions. 

Further, H.R. 4245 provides that if the company’s assumed interest 
rate is lower than the average assumed rate for the industry, the 
latter may be substituted in calculating the deduction rate. To this 
extent, the principle of industrywide averaging is retained in the 
pending bill. However, because the companies with higher than aver- 
age assumed interest rates are permitted to use their own required 
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rates in the calculation, the adverse and discriminatory effects upon 
these companies of the previous averaging methods is materially re- 
duced. Because H.R. 4245 provides for so many improvements over 
revious tax legislation we are in favor of it, even though some in- 
bustrywide averaging remains in the bill. Nevertheless, we join in 
the suggestion to your committee that it would be desirable to entirely 
diminate the assumed interest rate from the phase 1 formula. 

The original conception of determining the taxable investment in- 
come of a life insurance company by revaluing its reserves was based 
upon using the company’s earned interest rate in both the reserve 
revaluation and the calculation of deductible interest required for 
reserves. This placed the emphasis upon the company’s demonstrated 
capacity to earn interest to fulfill its contract requirements. The rate 
of interest which the company, or the industry, elected to assume as 
the basis of minimum contract guarantees would be entirely subordi- 
nated to the actual earned interest rate. Largely, it appears, because 
direct application of this method would not have produced a desired 
total amount of tax revenue, the deduction formula in phase 1 of 
TLR. 4245 was devised, using the mean of the earned interest and 
assumed interest rates as the deduction rate. 

One major effect of this formula is that, according to the latest 
calculation of Life Insurance Association of America, H.R. 4245 
will produce a total amount of taxes in the area of $558 million, sub- 
stantially in excess of the apparent target of $500 million of tax rev- 
eues. This $558 million tax represents an increase of about 90 per- 
cent over the total tax payable for the taxable year 1957. It repre- 
sents an excess of $58 million, more than 10 percent over the amount 
of tax objective set up by the Treasury and in the proposed budget. 
Approximately $519 million of this total tax is developed under 
phase 1 of the bill. Thus phase 1 alone would produce about $19 
million more than the total amount of tax which is the apparent ob- 
jective of the Treasury, and phase 1 alone would provide a tax which 
would be 77 percent greater than the total tax for 1957. Therefore, 
we urge an amendment of the phase 1 formula which will take prac- 
tical account of the apparent demand for aggregate taxes of $500 
million to be paid by the industry, and also give maximum weight to 
the original concept that the revaluation of reserves and calculation 
of the required interest deduction should be based on each company’s 
earned interest rate. The proposed amendment is that, instead of 
using the mean of the company’s earned rate and assumed rate for 
the taxable year, each company will adjust its reserves and compute 
its deduction on the basis of its average earned interest. rate for the 
taxable year and the preceding 4 years. This proposed amendment 
would be technically simple to make and would have the effect of : 

1, Reducing the tax on policyholder savings to a more equitable 
and more reasonable level. 

2. Giving recognition to the supplemental views expressed by mem- 
bers of the Committee on Ways and Means in Report No. 34 on H.R. 
4245 in which serious question is raised as to whether the impact of 
the bill, as it stands, would be too great an economic burden upon the 
life insurance industry. 

3. Determining the tax solely according to the actual investment 
tarnings rate of each company—an ascertainable fact—not influenced 

management assumptions or by industry averages. 
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_ 4 Removing from the law the last vestige of 
in determining taxable investment income. 

5. Average the company’s earnings rate over a 5-year period thus 
providing a leveling effect and avoiding accidental variations that 
might occur if a single year’s earned rate were used in the formula. 

e urge this proposed modification of phase 1 of the formula and 
respectfully request your committee’s careful consideration of it, 

We would like to turn to the 1942 law. 

Various arguments have been advanced and will be advanced in 
favor of the 1942 tax formula in preference to the pending bill. The 
1942 tax law is a bad law in principle and in result. It should not be 
resurrected even for 1 year. It failed to produce any income tax in 
1947 and 1948 and as a result was abandoned by Congress for the tax 
year 1949 and later tax years. While technically it has remained on 
the books, actually it has been superseded year by year by temporary 
stopgap measures. The 1942 tax law is bad because it is incomplete 
and inadequate in reaching all sources of income of a life insurance 
company; it is unfair and discriminatory in the distribution of tax 
among life insurance companies; it is arbitrary and artificial in its 
formula. 

The 1942 law is incomplete and inadequate because it imposes taxes 
only on the basis of the investment income of a life insurance com- 
pany. It does not reach all sources of a company’s actual gains from 
operations. As a result, it is unfair and discriminatory in the dis- 
tribution of the taxload among life insurance companies. Under this 
law, we would have, on one hand, the extreme case of some companies 
being forced to pay income taxes when they actually had losses from 
operation and, on the other hand, the extreme case of other compa- 
nies, engaged primarily in short-term business, going off almost scot- 
free, paying an income tax which would be less in some instances than 
1 percent of their total gains from operations. 

The 1942 formula is arbitrary and artificial being based partly on 
the average assumed rate of interest for the whole industry, for the 
year preceding the taxable year, and partly on an arbitrary and ar- 
tificially established deduction rate of 3.25 percent which has no con- 
nection with actual experience. 

Any formula based on averaging and which disregards the in- 
dividual company’s operating results, as does the 1942 formula, is ex- 
tremely erratic in its impact among the companies. Obviously, under 
an averaging formula some companies will pay more than they 
should, others less. Even though the 1955 formula contained a num- 
ber of improvements over the 1942 formula, being basically an aver- 
aging formula, it produced discriminatory results which illustrate 
the inherent inequity of any averaging formula. In the case of 
Acacia, Federal income taxes paid under the 1955 formula in the years 
1955 through 1957, amounted in the aggregate to 42 percent of the 
funds available for addition to surplus after dividends to policyhold- 
ers. The corresponding ratio for the industry, as a whole, for the 
same period was 25 percent. In the year 1957, 69 percent of Acacia’s 
available net gains were paid in Federal income taxes, whereas for the 
industry, as a whole, the ratio was only 27 percent. These essential 
inequities would be increased under the 1942 formula. 

It may be argued that H.R. 4245 is discriminatory because it will 
change the impact of taxation among the companies and because it 


an industry average 
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will substantially increase the taxes of some companies, Obviously, 
if the starting point of such a comparison, the previous investment 
income tax formulas based on industry-wide averages, effected a 
distorted and discriminatory distribution of the tax burden among 
the companies, as they have, any move in the direction of correcting 
and enlarging the tax base will change the relative tax impact upon 
the individual companies. Certainly, the desires of some companies 
to perpetuate for themselves the highl preferential characteristics 
of the previous tax formulas is no sound reason for rejecting the sub- 
stantial improvements in tax method incorporated into H.R. 4245. 
Furthermore, the fact that H.R. 4245 reaches out to tax gains other 
than from investment income is realistic even though it will result 
jn some companies paying higher taxes than heretofore. It gives 
recognition to the marked change in the composition of the life in- 
surance business since the investment income approach was first de- 
yeloped in 1921. During the period between 1921 and the present 
date there has been a tremendous increase in the sale of term insur- 
ance of various kinds, none of which are productive of a substantial 
amount of investment income. H.R. 4245 reaches the substantial 
underwriting gains flowing from such term business. To urge that no 
part of these gains should be taxed is to evade the realities of the 
securities market, cash and stock dividends paid to the stockholders 
of stock life insurance companies, stock splits, and the massive ac- 
cumulations of surplus, a large percentage of which has inured or 
will inure to the personal benefit of shareholders. 
In the words of Congressman Mills: 


The situation demands that the Congress open it eyes to the facts in this 
industry and assess the ability to pay the tax of the various companies on the 
basis of their total operations and not on merely a part of the total. 

For these and other reasons which time does not permit us to cover, 
we respectfully submit for the consideration of your committee: 

1, That H.R. 4245 basically is a good and sound law. 

2. That there is valid reason for amending phase 1 of the bill by 
substituting the average earned interest rate of each individual com- 
pany, over the last 5 years, for the mean between that company’s 
earned interest rate and assumed interest rate for that taxable year. 

3. That the 1942 formula should not be the effective tax law for life 
insurance companies, even for the single taxable year 1958. 


The CuHatrman. Thank you very much, Mr. Schmuck. 
Senator Kerr. 


Senator Kerr. No questions. 

The Cuarrman. Senator Butler. 

Senator Butter. No questions. 

The Cuarrman. Thank you very much indeed, sir. 


The next witness is Mr. Dennis Warters, Bankers Life Co. 
Will you proceed, sir. 


STATEMENT OF D. N. WARTERS, PRESIDENT, BANKERS LIFE C0., 
DES MOINES, IOWA; ACCOMPANIED BY WILLIAM RAE, ACTUARY 


Mr. Warrers. Gentlemen, my name is D. N. Warters, president of 
the Bankers Life Co. of Des Moines. Bankers Life Co. of Des Moines, 
lowa, is a midwestern, middle-of-the-road, mutual legal reserve life 
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insurance company with approximately 1,200,000 policyholders and 
insureds. While I am a fellow of the Society of Actuaries, I am testi. 
fying here from the viewpoint of one working in the broad manage. 
ment area. I am accompanied by one of the actuaries of my com. 





pany, Mr. William Rae, and I hope you will allow him to help me S 
In answering any questions. ed 
In its present form H.R. 4245 imposes too heavy a burden on the have 
life insurance policyholders and their savings. However, I do sup. th } 
port the general pattern of the bill with use of the 5-year average ip. ef 
terest rate In poets 1 and some credit for dividends paid participat } gent 
ing policyholders in allowing negatives in phase 2. As others am Com 
testifying in detail on these points, I will confine my testimony to thos of th 
parts of the bil] affecting insured pension plans. This is an area of M 
paramount importance to the Bankers Life Co. as of our $900 million plan 
of assets, approximately $250 million belong to pension funds. 450 
We are very glad that the unfair income tax discrimination against | ghor 
insured eon plans has been recognized in H.R. 4245. Unfortunate. atta 
ly, the language in the bill does not entirely accomplish the task | gid 
which I believe was intended (see table A, sec. 3). Some amend | The 
ments are necessary in order to place the insured pension plan in | thei 
an equivalent. tax position to the self-insured plan and thus avoid the pan 
discrimination which now bears heavily on both employees and em- | ye 
ployers who insure their plans. A number of letters on this subject | the 
from employers and others appear on pages 471 and following inthe ] and 
report of the hearing before the subcommittee of the House Waysand | 979 
Means Committee in November, 1958. 
In my testimony, I will— pal 
(1) summarize the reasons why tax discrimination between | per 
insured and self-insured pension plans should be removed; pla 

(2) suggest amendments to H.R. 4245 which will make it more | A, 
completely accomplish this purpose ; 6 t 

(3) answer some objections. no 

1. Reasons why income on pension funds in the hands of life in- | di 
surance companies should be excluded from the taxes imposed under | pl 
H.R. 4245: 

(a) Trustee banks and trust companies pay no income tax on the | in 
income on the funds of self-insured plans placed with them. Inso | en 
exempting this income, the Congress wisely recognized the social de | B 
sirability of private pension plans as a supplement to retirement bene- | fe 
fits under the social security law. in 

(6) It has never been your policy to discriminate in favor of one | 4 
competitor against another. There have been many indications that | fi 
it was the intention of Congress to exempt from income tax the income | 2 
on insured pension plans just as it is exempt on self-insured plans. | t 
This action has been postponed because it was thought best to make | 4 
it part of the permanent tax bill for life insurance companies when | t 
that could be enacted. Discrimination against the insured pension | 8 

lan was recognized in 1955 and partly corrected in H.R. 7201 passed | 

y the House at that time. Unfortunately, the inequity was not 
removed as the Senate eliminated this section of the bill stating that | 1 
it was without prejudice but due to lack of time for hearings. g 


(c) During the period in which insured plans have operated under 
this discrimination, it has been amply proved that the insured pension 
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Jan cannot compete with the self-insured plan and carry this tax 
Reeden. Even under the so-called stopgap law in effect in 1957, the 
income tax paid by an insurance company on funds of an insured 

sion plan increased the cost of the insured plan by from 6 to 8 

ent (see table A, sec.1). Banks, trust companies, and others inter- 
sted in handling the funds for and administering self-insured plans 
have widely advertised this tax cost differential as an important reason 
why their services should be preferred. Some of the material they use 
was included in the testimony of Carrol Shanks, president of the Pru- 
dential of New Jersey, before the subcommittee of the Ways and Means 
Committee in December 1954, and is shown on page 320 of the report 
of those hearings. 

More and more of the pension funds are going into self-insured 
plans. In 1950, insured sical plans shared i field on roughly 
450-50 basis in terms of total funds held. Today the ratio stands at 
about 40-60 against the pension plans of life insurance companies. I 
attach table B giving detailed figures. This shift to trusteed plans 
did not arise solely because of the establishment of new pension plans. 
The life insurance companies are today losing a substantial part of 
their existing business to trusteed operations of banks and trust com- 
panies. ‘This is well documented in the statement of Robert L. Hogg, 
vice chairman of the board of the Equitable Life Assurance Society of 
the United States, before the subcommittee of the committee on Ways 
and Means on November 17-20, 1958, and appearing on pages 278 and 
979 of the report of those hearings. 

(d) H.R. 4245 materially increases the tax on life insurance com- 
panies. Without the partial relief included in that bill for insured 
pension plans, the tax on insured pension plans would make those 
plans cost from 9 to 20 percent more than self-insured plans (see table 
A,sec.2). Very evidently, if we have been unable to compete with a 
§to 8 percent differential in cost (see table A, sec. 1), there would be 
no chance with a 9 to 20 percent differential. The net result of such a 
differential would be an increasing transfer of funds from insured 
plans to self-insured plans to avoid the tax. 

(e) The small businessman is a major sufferer from any tax on 
insured pension plans as it increases his cost above that of the large 
employer who can self-insure. John A. Gosnell, of the National Small 
Businessmen’s Association, testified in this regard last November be- 
fore the subcommittee of the Ways and Means Committee. Self- 
insurance involves heavy risks and costs for the small business. Under 
a self-insured plan, the employer is solely responsible for the success- 
ful operation of the plan. The small business has neither a sufficient 
number of lives nor a large enough fund to permit the law of averages 
to operate. The officers are less likely to have the time and talent 
available to devote to the management of the self-insured plan. From 
the point of view of the employees, there is less assurance that the 
small business will be in existence through all of the years in which 
pension payments may have to be made. 

_ 2. May I suggest amendments to eliminate the remaining discrim- 
ination in H.R. 4245 against insured pension plans as compared with 
self-insured pension plans? 

(a) In addition to excluding the investment income on pension 
Teserves, in phase 1 of H.R. 4245, exclude the investment income on 








200 TAX FORMULA FOR LIFE INSURANCE COMPANIES 


the other funds of the company insofar as they are a part of pension 
funds. H.R. 4245 overlooks the fact that pension funds in the hands 
of insurance companies are represented not only by reserves but 

other liability items for pension funds (for example, due and unpaid 
pension payments, dividend earnings yet to be paid, incurred and yp. 
paid taxes, and so forth, and part of the mandatory security valuation 
reserve), and that part of the so-called surplus of the company arigj 

out of and held for the protection of pension funds. I included the 
so-called surplus because the pension reserve held in a life insurangg 
company is calculated on the basis of certain interest, mortality, and 
expense assumptions and the further assumption that assets will evep. 
tually be liquidated for the full value for which they are carried op 
the books. The so-called surplus is carried as an additional reserye 
to protect against any experience adverse to the assumptions which 
have been used and to further insure that the contracts will be fully 
carried out in the long distant future in accordance with their terms, 

Thus, the pension fund in the insurance company is in several parts 
and income on each part should be excluded from tax. Some ma 
feel that to determine the exact amount of pension funds held bya 
company in addition to reserves is not justified. In that event I sug. 

st that we use the conservative assumption that of the pension funds 

eld by life insurance companies at least 6 percent represents funds 
other than reserves. 

In most companies, the nonreserve sums in the balance sheet arising 
from pension funds are much greater than 6 percent. In my com 
pany, the figure in 1958 is 8.4 percent. I have not available to me 
similar figures for the industry as a whole. However, figures that 
are available show that nonreserve liabilities plus surplus for all lines 
of business combined (this includes pensions) are 14.6 percent of 
assets. The industry figure for pensions may be somewhat smaller but 
certainly well above the 6 percent I am suggesting as an allowance, 
Others undoubtedly feel much more is fully justified. 

(6) While H.R. 4245 makes partial provision for the elimination 
of pension funds in phase 1 (subpart B) that elimination is not car- 
ried into phase 2 (subpart C). The result is that even with the 
amendment I have just suggested in (a) above, a large part of the 
exclusion may be lost to the company through the operation of phase? 
Assuming the amendment I have suggested in phase 1 is accepted the 
tax base left in phase 2 is the current year’s addition to so-called 
surplus insofar as it arises from pension business. This again results 
in a discriminatory tax compared to the treatment given a self-insured 
pension fund and I urge you to eliminate it. This can be done by 
actually excluding from the tax base in phase 2 any increase in 
so-called surplus applicable to pension business. Here, again, if it is 
desired to avoid exact accounting, a conservative estimate from the 

oint of view of the taxing authorities would be that such increase 
in surplus is 4 percent of the increase in pension reserves for the 
current year. 

(c) A similar situation arises in section 802(a) (2), tax in case of 
capital gains. Here, again, the situation could be remedied by elimi 
nating that portion of any capital gain represented by the ratio of 
pension reserves, other pension liabilities, and pension surplus to 
the total company assets. 
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(d) I attach as appendix A some language which I believe could 
jeused in amending the bill to carry out the ideas in (a), (6), and (c) 
above. 

(e) The pension business is intensely competitive between self- 
insured plans handled by banks and trust companies and insured plans 
handled by mutual life insurance companies and stock life insurance 
empanies. This is perhaps well illustrated by the material appear- 
ing in the statement of Robert L. Hogg, vice chairman of the board 
of the Equitable Life Assurance Society of the United States, to the 
subcommittee of the Committee on Ways and Means of the House of 
Representatives last November. Some figures are shown on page 287 
of the report of those hearings from the Federal Reserve Bank of 
New York, which indicate that the pension and profit sharing trusts 
of the New York City banks in the years 1953, 1954, 1955, and 1956, 
did not return any profit to the banks but were operated at a loss. 
With this competition, I doubt that any stock life insurance company 
will make a big profit out of the pension business. However, any 
profits that should be made and become available to shareholders 
could be taxed under phase 3 (subpart D of H. R. 4245). 

(f) I would expect that the changes I have suggested above would 
reduce the tax stabi’ under this bill by nothing in 1958, approxi- 
mately $7 million in 1959, $13 million in 1960, and $20 million in 
19%61. Of course, the effect on the Government’s revenue would only. 
be approximately half these figures. The reduction in tax would be 
passed on to employers and they in turn would be reducing their de- 
duction claimed for pension contributions in their tax returns. 

(7) May I also point out.that because of the deferral in the relief 
provided by H.R. 4245 which has, I think, already been mentioned by 
gveral of you Senators, insured pension plans compared with self- 
insured plans will be very heavily penalized for the next few years. 
Under the 1955-57 stopgap laws an increase in pension contributions 
of from 6 to 8 percent was required to pay income tax. (See table A, 
sec. 1.) In 1958 this increased cost under H.R. 4245 as written will 
be 9 to 20 percent. (See table A, sec. 2.) In 1959 it will be 8 to 16 
percent. In 1960 it will be 7 to 12 percent. In 1961, H.R. 4245 as now 
written takes us back to about the 6 to 8 percent penalty we had under 
the stopgap laws. (See table A, sec. 3.) The changes I have sug- 

ed mend the discrimination other than that existing because of the 
eferral of the relief. I urge you to give your earnest consideration 
to this deferral question. 

Answers to some objections: While there has been 

Senator Gorr. Mr. Chairman, could I ask one question here in view 
of the lateness of the hour and in view of the fact that I have a lunch- 
eon engagement! I would like to interrupt to ask one question. 

Mr. Warters. Yes. 

Senator Gore. In view of the subject matter that you are discussing, 
I wonder if you would comment on a news story in the New York 
Times which reports that life insurance companies, lead by Equitable 
Life, are now asking for a change in the State insurance law to permit 
insurance companies to act as pension plan trustees, and it lists as one 
of the benefits from such an action this, “They would also benefit by 
having their tax bills lowered.” 
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Do you understand that to be the case, that that would be a pog. 
sibility ¢ 

Mr. Wanrters. I have not seen this article. 

Senator Gore. I understand; I do not expect you to comment op 
something you have not seen. 

Mr. Warrers. I think they may mean State taxes, State taxes might 
be lowered. I do not know what sort of a bill they are introdueip 
there. But as far as I know it has no reference to this bill. State 
premium taxes, perhaps; I do not know. 

Senator Gore. You do not think they refer then to Federal taxes? 

Mr. Warrers. No. I cannot offhand see where it would help ou 
company unless you give us relief in here. 

Senator Gore. Thank you, Mr. Chairman. 

(Mr. Warters subsequently submitted the following for the record;) 

On further investigation I find my answer to this question was incorrect and 
so advised Senator Gore on the next day. Alarmed by the amount of business 
being transferred to trust companies, a proposal was made in New York State 
that companies domiciled there be granted limited trust powers in the pension 
field. The New York proposal is strongly opposed by banks, trust companies, 
and others. It lacks the endorsement of the State insurance department and 
does not have the unanimous support of the life insurance companies. It has been 
referred for further study. If eventually enacted it might enable some life 
companies to act as trustees and perhaps avoid the income tax on life insurance 
company earnings as far as funds so trusteed were concerned. 

My company would not be directly affected or helped as we are domiciled 
in Iowa. That is one of the reasons for my lack of familiarity with the 
subject. 

Mr. Warters. Now, answers to some objections. 

While there has been no denial of the tax discrimination between 
insured and self-insured pension plans, there have been a few who 
oppose tax relief for life insurance companies on insured pension 
funds for other reasons. A few may be interested in retaining a 
competitive advantage for self-insured plans. A few life insurance 
companies may feel that it is your purpose to collect a predetermined 
amount of money in taxes from the life insurance industry and that 
eliminating insured pension funds from tax will mean more taxation 
for other forms of life insurance. 

As many of you have told us in this hearing, your decisions are not 
made in this way, and I never thought they were. 

I would also like to point out that some say the elimination of tax 
on insured pension plans mostly favors a few large companies. I 
would point out that they are large because they serve many thousands 
of pension plans and millions of employees. These large numbers of 
employers and employees should not be penalized because they have 
chosen to use the services of a large insurance company. In our com- 
petitive economy, it is large because it has served well. 
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I would further like to point out that there are large numbers of 
gall companies which are writing pension plans for the smaller 
enployers. ‘ 

No tax advantage flows to any mutual life insurance company by 
reason of the elimination of the tax on insured pension funds. Even 
were it not the policy of mutual life insurance companies, competition 
and the desire to preserve business and write new business will result 
jn any tax savings being passed directly to the purchasers of pension 

Jans in the form of dividends or rate credits. The real beneficiaries 
are small employers who must insure their plans and want to buy 
a plan at the same cost as their large competitors who do not have to 
insure their plans. 

Small life insurance companies have, and all can, enter the pension 
field. If they do not now write a proportionate share of the pension 
business, it is because of the tax discrimination in favor of self-insured 
plans which has existed in the past or because they believe attention 
should be given to the more profitable lines. 

It is clear from the record before the House Ways and Means Com- 
mittee that the pension deduction does not in any way affect the 
discrimination arguments used and the differences of opinion expressed 
by stock and mutual companies generally. There is strong stock 
company as well as mutual company support for the pension deduc- 
tion. On record in this regard are a number of witnesses before House 
committees and the representations made by spokesmen and in printed 
material of the Joint Tax Committee of the A.L.C. and the L.1.A.A. 
over a good many years. The question here is one of discrimination 
between one way of funding pension business outside the life insurance 
business and the underwriting of such business by life insurance com- 
panies generally. The House of Representatives has given its bless- 
ing to the pension deduction on two occasions—once in 1954 and in 
H.R. 4245. It is reported that the Treasury is sympathetic. While 
the Senate has never directly passed on the question, I am sure you 
will not wish the present discrimination continued. 

I attach tables here that I think document my testimony. 

The Cuarmman. The insertions will be made in the record. 
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(The tables referred to are as follows :) 


Taste A 


[All items refer to pension operations only] 


SEC. 1. 1955 STOPGAP 


























[Percent] 
| | Percentag | | Rate of | Pe 
i erce e; ave 0 Treen 

| Rate of | increasein| Phase 2 | earnings ines 
Rate of investment earn- Phase ltax| earnings | contribu- | tax ifap- | after phase | contriby. 
ings before tax | after phase | tions tooff-| plicable) | land 2 tions to of. 
| Itax | set phase | taxes set phase | 
| tax | and 2 taxes 

~ a . 7 —- —-——| 
Smo fo ol bck citd 0.25 8.00 | 6.2 None | 3.00 | 2 
ae 27 | 3. 23 | 6.7 None | 3. 23 A 
i elehide-cinttieintedtedeaierarngh | 29 | 3. 46 7.2 None | 3. 46 12 
CR bb iiddconpdhbitesédodesenses 31 3. 69 7.7 None 3. 69 11 
Di nahusbietnerereneueners . 33 3.92 | 8.2 None 3.92 | 82 
Bi dulivndnnclubbbnhinwceess 35 4.15 8.7 None 4.15 | &7 
eaeign anime print ieteleieininnpmpenna mre pannnnemnmredietne te 

SEC. 2. H.R. 42445 WITHOUT THE PENSION ADJUSTMENT WRITTEN THEREIN 

Settee ees ee eee eel a ae 
ch didnecndinsesssdes a 0. 36 2. 89 | 9.0 | None 2. 89 | 9.0 
tia cinti sienna tatin | 45 3.05 | 11.2 None | 3.05 | i) 
ia, Sire te it 54 3.21 | 13.5 None 3.21 | 1h5 
|b ae Allin . . 63 3. 37 15.7 None 3. 37 | 157 
DEti Eaeckbbcowectabed . 73 3. 52 18. 2 None 3. 52 182 
Os dick ctteiuiians .| . 82 3. 68 | 20.5 None 3. 68 | 2.5 

| | | | 

SEC. 3. H.R. 4245 WITH THE PENSION ADJUSTMENT WRITTEN THEREIN 

NE eS 0.13 3.12 | 3.2 0. 10 3. 02 | 81 
Ph Bs becanecdncstescdsed 14 3. 36 | 3.5 | -ll | 3. 25 | 42 
Si itctinentihsttingtnegndlinionnniipaniepeagn itinped 15 3. 60 3.7 SS 3. 48 47 
Stn teeewaieantiinndmerauen ee } . 16 | 3. 84 4.0 13 3.71 7.2 
his th sha dtin dbs aobiebos 17 | 4.08 4.2 14 | 3. 94 2.7 
a i ace bes 18 4. 32 | 4.5 15 4.17 82 

| | I 

Assumptions: 


(i) Surplus and nonreserve items equal to 7.5 percent of assets. 


(ii) Valuation interest rate of 2.5 percent. 


(iii) Operating gains after policyholder dividends and before Federal tax equal to 20 percent of in- 


vestment income before Federal tax. 


(iv) One percent reduction in rate of interest increases contributions by 25 percent. 


Support for assumptions: 


(i) 1957 industry percentage for all business is 14.6 percent; 1957 industry percentage for pension busi- 
ness is not available: 1958 Bankers Life percentage for all business is 11.6 percent; 1958 Bankers Lit 


percentage for pension business is 8.4 percent. 

(ii) 1957 industry group annuity percentage is 2.45 percent; 
cent. 

(iii) 1957 industry group annuity percentage is 24.0 percent; 
cent. 


1958 Bankers Life percentage is 2.51 per 


1958 Bankers Life percentage is 25.2 per- 


(iv) This is the generally recognized rule-of-thumb for typical pension plans. 


Source: Spectator Yearbook, annual statements of representative companies, annual statement and sup 


porting worksheets of Bankers Life. 
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TABLE B.—Insured reserves and trust funds of private pension plans 


{In millions) 








a 
| 
| i Proportion 
Insured | Trust Total Se ae 
End of year reserves funds (1)+(2) | | 

| Insured Trusted 

| (1) | (2) (3) (4) | (5) 
Beceem nemegesen sista iedneetstaianannes tats leciatieeteas titania  aidiaaenipnaiant . ies 

Percent Percent 
190...-- - $5, 575 $5,750 $11, 325 | 49. 23 50.77 
“l...---- 2 cy et a 6, 550 7, 300 13, 850 47. 29 52. 71 
le ST ll ‘ 7, 675 | 9, 000 16, 675 46. 03 53. 97 
13... 8,775 | 10, 675 19, 450 45. 12 54, 88 
depos . E 9,950 | 12, 900 22, 850 | 43. 54 56. 46 
ae ‘ 11, 250 15, 125 26, 375 42. 65 | 57. 35 
6... 12, 450 | 17, 625 30, 075 41. 40 | 58. 60 
= aoe : 14, 025 | 1 20,319 34, 344 40. 84 59. 16 








1 Estimated. 


Sources: Insured Reserves, Institute of Life Insurance (includes both group annuity and individual 
icy); Trust Funds, Securities and Exchange Commission and Social Security Administration (includes 
multiemployer plans and plans of exempt organizations). 


APPENDIX A 
SUGGESTED PENSION CHANGES IN H.R. 4245 
(As reported to the House) 


Page 17, line 14. Change section 805(c) (1) (b) (ii) to read: “the mean of 94 
percent of the taxpayer's assets * * *.” 

Page 24, line 8. Section 809(d). Insert a new paragraph between (6) 
and (7): 

“(6.5) RESERVES FoR PENSION PLAN.—An amount equal to 4 percent of the in- 
crease in pension plan reserves, excluding any increase in reserves for which a 
deduction is allowed under paragraph (6) of this subsection.” 

Page 6, line 19. Delete the period at end of section 802(a) (2) and add: “less 
said amount multiplied by the ratio of the mean of the taxpayer’s pension plan 
reserves at the beginning and end of the taxable year to the mean of 94 percent 
of the taxpayer's assets at such times.” 

(The preceding amendments were also referred to by Mr. Slater on 
p. 383. ) 

The Cuarrman. Thank you very much, Mr. Warters. 

The committee will recess until 2 :30. 

(Thereupon, at 1 p.m., the committee recessed to reconvene at 2:45 
p.m., of the same day.) 

AFTERNOON SESSION 


Present: Senators Byrd (presiding), Kerr, Frear, Long, Douglas, 
Gore, Talmadge, McCarthy, Williams, Carlson, Bennett, Butler, and 
Curtis. 

The Cuarrman. The committee will come to order. 

The next witness is Mr. H. Lewis Rietz, executive vice president, 
Great Southern Life Insurance Co. 


STATEMENT OF H. LEWIS RIETZ, EXECUTIVE VICE PRESIDENT, 
GREAT SOUTHERN LIFE INSURANCE CO. 


Mr. Rierz. My name is H. Lewis Rietz, I am executive vice presi- 
dent of the Great Southern Life Insurance Co., of Houston, Tex. 
Our company is a stock life insurance company but sells both partici- 
pating and nonparticipating business. 
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My appearance here today is essentially in support of H.R. 4945, 
I regret the magnitude of the tax to be imposed which must ultimately 
be borne by policyholders. But if a tax of this magnitude is deemed 
necessary, and the determination has been made to tax on a broader 
base than free investment income then the basic structure of the pres. 
ent bill is as fair and equitable as has been conceived to date. Some 
technical amendments are desirable. I support the suggested 5-year 
individual company average interest rate amendment in phase 1 and 
the full deduction of tax exempt interest in phase 2. 

The bill properly, and in my opinion, adequately recognizes the 
long-term nature of the life insurance business in the specific provision 
for creation in stock companies of a policyholders surplus account free 
of tax so long as it is held for the protection of policyholders, It js 
demonstrable that, over the years, sharp fluctuations have occurred in 
mortality, in interest rates, and in market value of assets, and that sub- 
stantial capital losses have been sustained in some cycles which make 
a policyholder surplus essential to assure fulfillment of policy obliga. 
tions. 

Not only does H.R. 4245 provide for the maintenance of a policy- 
holders surplus fund but it imposes specific limits on this fund. these 
limits being the greater of (a) 25 percent of life insurance reserves or 
(b) 60 percent of the sum of the net premiums for the taxable year, 
Thus the amount of policyholders surplus that may be accumulated 
and retained tax free for the protection of policyholders is specifically 
limited. These limits seem to me to be fair and reasonable, 

There is a priority of interests in the policyholders surplus account, 
First, the policyholders must be protected, then the Government has 
a tax lien on the fund and, only after that do the stockholders have any 
interest. In other words, if funds in the policyholders surplus account 
are no longer needed for the protection of policyholders, stockholder 
dividends may be paid, but only after the interest of the Government 
has been satisfied through the payment of a tax. 

H.R. 4245 also provides for a priority of stockholder dividend pay- 
ments from the various surplus accounts, First, dividends may be 
paid freely from the shareholders surplus account inasmuch as taxes 
will have been paid under the proposed bill. Second, if the com- 
pany no longer needs the full amount in the policyholder surplus 
funds to protect the policyholders and wishes to use some of it for 
dividends to stockholders, it may do so, but must first pay the income 
tax on the funds used. Third, if the company exhausts the policy- 
holders surplus account, paying a tax on any amounts transferred to 
the stockholders surplus account, it may then pay dividends from the 
surplus which existed at the time this law became effective. Since 
these funds were accumulated after payment of taxes under previous 
tax laws, the bill recognizes that taxes have been paid and permits the 
payment of such amounts to stockholders without further taxation. 

It is to this specific order of distribution that I desire to direct your 
attention. This provision in effect freezes present surplus funds 
whether contributed by stockholders or arising from previous eart- 
ings already taxed under prior laws and voluntarily retained for 
the protection of policyholders. The management of established stock 
companies have properly retained surplus funds to guarantee fulfill- 
ment of policy obligations at a considerably higher level than has pre- 
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niled in mutual mae where dividend reductions can and have 
sbsorbed the shock of adverse experiences, whether from mortality, 
interest, investments or expenses. Thus for established companies, 
apital and surplus ratios in stock companies generally exceed 10 per- 
ent of contractual liabilities—in many cases they exceed 10 percent 
by a substantial margain—while they seldom exceed 10 percent in 
tablished mutual companies. 

Furthermore, any capital funds contributed by stockholders should 
be available for repayment to them without any prior tax obligation 
ghen such stockholder contributed surplus is no longer deemed 
necessary for the protection of policyholders. 

Present surplus funds have been taxed on the varying standards 
applicable over the years. To the extent they are not needed to pro- 
tect policyholders, they should be available to stockholders without 
incurrence of further tax obligations on subsequently accumulated 

licyholder surplus funds. 

This the bill recognizes, but the priority of stockholder dividend 
payment provisions in effect makes these existing surpluses unavail- 
able even after they are no longer needed to protect bagnen policy- 
holders except through the prior payment of tax and disbursement 
of future earnings which are being accumulated to protect future 
policyholders. For practical purposes, this freezes the already taxed 
present surplus funds in most companies, 

Admittedly, nonparticipating premiums of stock companies con- 
tain a margin for contingencies. Each generation of policyholders 
should contribute contingency funds which with the company’s exist- 
ing capital will be sufficient to guarantee fulfillment of contractual 
obligations under any foreseeable set of circumstances. It is only 
after the contractual obligations of each generation of policyholders 
expire by death, maturity, lapse, surrender, or other contractual 
fulfillment that this contingency fund properly reverts to stock- 
holders. 

Our existing surplus funds of substantial amount and voluntarily 
retained to assure contractual fulfillment have already been subject 
to tax. At present policies terminate by death, maturity, or sur- 
render and these surplus funds are no longer needed to protect this 
generation of policyholders, the existing surplus should be available 
to stockholders without it first exhausting the surplus retained to 
protect policyholders arising from experience of present policyhold- 
es after January 1, 1959, and by the company’s experience with 
future generations of policyholders. 

The basic purpose of phase 3 is to subject to tax all life insurance 
sepany earnings arising from any source after the effective date of 
this bill, which ultimately revert to stockholders. 

From a practical standpoint we recognize that a blanket, imme- 
diate transfer of all existing capital and surplus to the shareholders 
wcount would defeat the major purpose of phase 3 of the bill, but 
we urge that some relief is justified as present surplus funds are no 
longer needed to protect. policyholders who scanned such funds. 

It is proposed that a gradual payout of existing surplus be accom- 
plished by transferring a small percentage of the existing surplus to 
the shareholders surplus account each year. Specifically, we recom- 
mend that this be accomplished by adding a paragraph immediately 
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after section 815(b) (iv) to provide that each year 2 percent of the 
company’s paid-up capital, special surplus funds, unassigned surplus, 
mandatory securities valuation reserve, contingency reserves, and any 
amounts set aside from surplus to increase actuarial reserves, all com. 
puted as of December 31, 1958, be added to the shareholders surplus 
account. After 50 years, the existing surplus and special reserve funds 
would then have been completely transferred to the shareholderg 
account. And I might say parenthetically, as an aside, within 50 
years the vast majority of the liabilities with respect to our present 
policyholders will have terminated. There will be some left. 

We believe this treatment is somewhat similar to the handling of 
terminal dividends under participating policies. A number of mp. 
tual companies operate on the philosophy that each policyholder 
should contribute toward the company’s surplus, but that when q 

olicy terminates, all or a part of the surplus contributed by that pol- 
icyholder will be returned to him. Thus, any surplus now being held 
by such a mutual company would be returned to the owners, that is, 
the policyholders of the company, when their policies terminate. In 
the meantime, new policies would be issued and those policyholders 
would contribute to a surplus account for their own protection. 

There is another point involved. Occasionally it is deemed desir. 
able to increase the surplus of a company by obtaining contributions 
from stockholders as cash contributions to surplus. This is usuall 
done at a time when the ratio of surplus to reserves falls below the 
point considered safe by the management either because business is 
expanding rapidly or because there have been heavy losses from mor- 
tality or investments. Under H.R. 4245, if such funds are contrib 
uted, the proposed bill does not provide that they will be placed in 
the shareholders surplus account. Consequently, amounts in the pol- 
icyholders surplus account must be transferred to the shareholders 
surplus account and a tax paid before the stockholders would be en- 
titled to a repayment of their contributed surplus. This seems totally 
unfair and contrary to the genera] philosophy of taxation with re 
spect to other corporations. 

Frequently these additional funds—and in that I mean contributed 
surplus—may be needed for only a temporary period of time. Forer- 
ample, during the influenza epidemic in 1918, come companies called 
upon their stockholders for additional surplus contributions, but felt 
it was reasonable to repay these contributions a few years later when 
the emergency was over. 

A similar situation exists with respect to new companies. Whens 
company begins business, it has expenses of organization, and usually 
surplus is depleted during the early years while business is being 

laced on the books fairly slowly. Not only are overhead expenses 

igh in proportion to the premiums collected, but the company has 
the strain of paying first-year commissions, medical fees, expenses of 
underwriting and issuing the policies and setting up records, and first- 
year death claims, and in addition setting up a reserve at the end of 
the year. Usually there is a loss from operations during the first 
policy year which is recouped over a period of renewal years. 

Under H.R. 4245 there is no provision either for paying any of 
the contributed surplus back to the stockholders or even for making 
whole the original surplus without first paying a tax on future 
earnings. 
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For example, if a new company starts out with $100,000 of surplus 
snd spends half of it in getting established, any net gains from opera- 
tions which accrue thereafter must be taxed although the first $50,000 
isclearly a return of capital funds invested in the business. 

The bill does make some attempt to correct this situation through 
the 5-year carryover provision. However, this is not adequate as 
many of these companies are still losing money at the end of 5 years. 
Others may not longer be losing money but it would be rare indeed for 
syoung company to have recouped its initial loss in a 5-year carry- 
ger period. A longer carryover provisions, such as 15 years, wouid 
alleviate this situation somewhat although it would not completely 
correct it. 

I propose that any amounts contributed by shareholders, either as 
capital or surplus, whether at the time of the formation of a company 
o during a later period, should be added to the shareholders surplus 
secount. This may easily be handled by providing for the addition 
of such funds to the shareholders surplus account immediately after 
ection 815(b) (iv). 

Thank you. 

Senator Kerr. Thank you, Mr. Rietz. I will ask you one or two 
questions. 

You say: 

This the bill recognizes, but the priority of stockholder dividend payment 
provision in effect makes these existing surpluses unavailable even after they 
are not longer needed to protect present policyholders except through the prior 
payment of tax and disbursement of future earnings being accumulated to protect 
future policyholders. For practical purposes, this freezes the already taxed 
present surplus funds in most companies. 

Now, you suggest an amendment, as I understand it, which would 
make the distribution of the already taxed present surplus fund 
possible to stockholders without payment of any further tax insofar 
asthat amount of money is concerned. 

Mr. Rrerz. Yes, sir. 

Senator Kerr. Now, have you given any thought to the putting of 
phase 3 of the bill into effect gradually rather than making it 100 
percent immediately ? 

Mr. Rierz. I have not thought at all of making it effective gradu- 
ily. As I indicated in my statement, I look upon phase 3, and I 
thnk most of the people in the stock companies look upon phase 3, 
as being a means to assure that any future earnings that are not 
previously taxed under phases 1 and 2 and which ultimately revert 
tothe stockholders of the company will be subject to a Federal income 
tax at the time that they revert to the stockholders. Now—— 

Senator Krrr. Now, that provision with reference to earnings is 
hot now in the law with reference to 1958, is it? 

Mr. Rrerz. Not in the law that would be applicable if this bill is 
hot passed ; no, sir. 

Senator Kerr. Then it is not now in the tax law with reference to 
Insurance companies. 

Mr. Rierz. That is correct. 

Senator Kerr. And if that provision of H.R. 4245 were to be 
nade applicable to 1958, would it not to that extent be imposing a tax 
retroactively ? 
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Mr. Rierz. Senator Kerr, I don’t believe the way the bill is drafted 
it would ever be applicable to 1958, the past year, because under the 
definition of the bill, the shareholders’ surplus account is zero gp 
January 1, 1959, 

Senator Kerr. 1959. 

Mr. Rrerz. The policyholders’ surplus account is zero on January |, 
1959, and as I interpret the bill 

Senator Kerr. Phase 3 does not apply to earnings of 1958? 

Mr. Rrerz. That is right. 

Senator Kerr. Now, is there any other provision in the bill which 
would trigger the effectiveness of this tax against those funds which 
you referred to as already taxed present surplus funds, or accumula. 
tions which would be free of the tax with reference to half of then 
under phase 3? 

That is, is there any provision in this bill whereby the use of money 
under the bill, or by a company other than the payment of dividends 
would make it necessary for the company to pay this tax ¢ 

Mr. Rrerz. Not under phase 3. The trigger mechanism is built in 
and depends entirely on the company deciding that they are ing 
position and justified in paying stockholder cash dividends in ex- 
cess of the amount then in their shareholders’ account. 

Senator Kerr. And that is the only thing under the language of 
the bill that would trigger the operation of collecting tax on thow 
untaxed funds. 

Mr. Rrerz. On policyholder surplus funds? 

Senator Kerr. Ves. 

Mr. Rierz. Under the present bill you must pay that tax and ex- 
haust those funds, all of which will be accumulated for the pro 
tection of policyholders in the future, before you can touch your ex- 
isting surplus even though the liabilities with respect to which you 
are maintaining your existing surplus no longer exists. 

Senator Kerr. No longer exists. 

Senator Cartson. No. 

Senator Kerr. Senator Douglas? 

Senator Dovcias. Mr. Rietz, may I ask if you believe more en- 
couragement should be given by the tax laws for the accumulation of 
added reserves ? 

Mr. Rrerz. As reserve liabilities? 

Senator Doveias. Well, as reserve against policies. 

Mr. Rretz. Well, as liabilities my answer would be “No.” Now, 
in a time of stress a liability is of no value to you. I mean, your 
reserve liability should be adequate and it should be fair, but ther 
is no point in strengthening your liability in my opinion on ar 
dundant basis because in times of contingencies when your market 
goes to pieces, or your mortality goes bad, it is not liabilities you need 
to protect your policyholders and the company, it is surplus funds 

Senator Doveias. Were you here this morning when Mr. Taylor 
testified ? 

Mr. Rierz. Yes, sir. 

Senator Dovertas. Do you remember my question to Mr. Taylor on 
this point ? 

Mr. Rrerz. I don’t remember how it was worded, sir. I’m sorry. 
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Senator Douctas. Well, on what basis do you and your company 
ycumulate your reserves or set aside your reserves? Do you use 
the same mortality tables, the average mortality of the 1930's? 

Mr. Rrerz. Yes, sir. 

Senator Doveias. Which would be roughly the mortality of 1935. 
Roughly. 

Mr. Rierz. Yes, because it is prescribed by statute. 

Senator Doucias. Pardon? 

Mr. Rrevz. It is prescribed by statute in various States. We do not 
gontrol that. 

Senator Doveras. I understand that. Now, in these last 25 years 
there has, of course, been a great reduction in the death rate and a 
corres onding increase in the expectation, the average expectation of 
life. Now, wouldn’t this instead of requiring the accumulation of 
sided 1 reserves, as I understood Mr. Taylor’s reply this morning, mean 
that your existing reserves would be even more adequate than they 
had been in 1940? 

Mr. Rrerz. You are asking a very highly technical question. 

Senator Doveias. W ell, it isa very important one. 

Mr. Rrerz. I will attempt to answer it for you and see if I can 

get across a point here. 
If the rate of mortality in every year of life were uniform, in other 
words, if people died at the rate of 10 per thousand per year, you 
would have level premium life insurance without having a reserve 
at the end of any policy year because you would collect your $10 for 
your average claim; you would collect your loading for your expenses 
and taxes; you would pay out your $10 in claims during the year and 
the next year would again stand on its own feet. 

The reason that you have a reserve is because you have an increas- 
ingrisk. The death rate increases year by year. 

Senator Dovetas. Just a minute. The death rate has not been 
increasing year by year. 

Mr. Rrevz. Well, age by age. 

Senator Dovaras. It has been falling year by year. 

Mr. Rrerz. We are talking about two different things. You are 
talking about calendar years and I am talking about years of age. 
But from 41 to 42 to 43, on up to 50, the death rate does increase. 
The level of your reserves is determined not by the level of the rate 
of mortality but by the rate of increase in the rate of mortality by 
age, and w hen the CSO mortality table, the 1930-39 table, was sub- 
stituted for the American experience table—— 

Senator Doveras. Substituted for 1867. 

Mr. Rrerz. Yes. Your reserves were increased. Your required re- 
serves on most plans of insurance were increased. The reason they 
were increased was that the mortality rates at ages, say, of 65 and over 
had not improved as compared to those of the 1860's. But the mortal- 
ity rates in ages in the twenties and the thirties and forties had im- 
proved so that you flattened the mortality curve at these ages, and 
then you got into the very steep curve to reach the high-age mortality 
tates and that required higher reserves although the level of mortality 
was lower at the younger and middle ages. 

Senator Dovaras. Of course, very few people take out insurance 
after they are 65. The insurable ages are—— 

Mr. Rrerz. No, sir. 
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Senator Doveas. Are the twenties and thirties and forties, just ag 
you mentioned. Now, the average expectation of life for people of 
those ages has lengthened. The death rate for those ages has Fallon 
Isn’t that true ? 

Mr. Rierz. That is true. 

Senator Doveras. Doesn’t that mean reserves which were needed jp 
1940 on the basis of the experience are not needed now to the same 
degree ? 

Mr. Rrerz. No,sir. In those—— 

Senator Doveas. That is very interesting. 

Mr. Rrerz. You get into this peculiar position. Now, the CSO table 
produced lower premiums. Forgetting about the expenses, the pur 
claim premium on the CSO table was lower than on the American 
experience table, but on plans of insurance which carried the protec. 
tion into these high ages, the reserves were higher. In other w 
you had to put away a little more in the early years in order to pro 
vide for that high mortality out in the late—— 

Senator Doveras. When do people take out insurance? How many 
take out insurance at age 60 or 65 ? 

Mr. Rierz. A very small percentage. 

Senator Doveias. Yes. Don’t they take out insurance in the late 
twenties and thirties and forties ? 

Mr. Rrerz. Correct. 

Senator Dove.as. Is it not true that the expectation of life for 
people in those age groups has lengthened ? 

Mr. Rrerz. That is right. 

Senator Doveuas. The death rate has fallen. 

Mr. Rrerz. That is right. 

Senator Dovetas. Therefore you do not have as large a proportion 
of losses in any one year as you would have had in the thirties? 

Mr. Rrerz. That is correct. 

Senator Dovcias. Then I should think it would follow as the night 
the day that you wouldn’t need as large reserves, and yet you say you 
need more reserves. 

Mr. Rrerz. It depends upon the rate of increase in mortality by 
increasing age of the individual, for those persons whose insurance 
extends into the ages of the high mortality rather than on the rate 
of mortality. 

Senator Doveras. You just said the preponderance of this group is 
in the lower age groups, in the twenties, thirties, and forties, rather 
than in the 

Mr. Rrerz. Yes, but our reserve that we establish with respect to 
the man who is now age 30 and who bought insurance 5 years ago at 
age 25 on the ordinary life plan which will be paid some day, if he 
keeps the policy in force, whether he cles at 60, 70, 80, or 90, contem- 
plates provision for paying those claims at those high ages. 

Senator Dovetas. Let me say this. I can understand how in the 
case of annuities the prolongation of life would work against the im 
surance companies, but in the case of death benefits on life insurance, 
it would seem to me that it works all in your favor. 

I must say without wishing to be sarcastic, Mr. Chairman, I have 
learned a lot here. I learned a reduction in the death rate requires 
the accumulation of more reserves, and I would hate to see the insur- 
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ance industry repeatedly take that position. I would like to submit it 
toany group of unprejudiced actuaries in the world. 

Senator Kerr. You wouldn’t want to in any way discourage the 
lengthening of life. [Laughter. | 

Is that all, Senator? 

Senator Doveras. That isall. 

Senator Kerr. Senator Gore? 

Senator Gore. In your statement you referred to the policyholders’ 
surplus. What interest does a policyholder have in the surplus to 
which you refer ? 

Mr. Rrerz. It is merely language, I assume, that was adopted b 
the drafters of this bill in distinguishing between what to me will 
amount to two memorandum tax accounts. At the end of the tax 


T— 

Senator Gore. It is a name rather than—— 

Mr. Rrerz. A name. 

Senator Kerr. And the source of it is the bill, not your statement? 

Mr. Rierz. That is right. 

Senator Gore. Youclaim nocredit for naming it? 

Mr. Rrerz. None whatsoever. 

Mr. Gore. It is a misnomer, if I understand the term. 

Now, you say : 

This amount of policyholder surplus that may be accumulated and retained 
tax free for the protection of policyholders is specifically limited. 

And you say further that the Government has a tax lien on it. 
Just what kind of lien does the Government have? 

Mr. Rrerz. Well, let me go back to phase 2 for one minute. The 
policyholders’ surplus arises from an accounting memorandum stand- 
point. Your policyholder surplus arises from the half of the under- 
writing gains in phase 2 which are not currently taxed. 

There is a definite recognition there that the protection against 
contingencies in a long-term business is important and in fact essential. 

Senator Gore. And because of that recognition, the tax liability is 
deferred. 

Mr. Rrerz. The tax liability is deferred. 

Senator Gore. Now, that is the lien to which you referred ? 

Mr. Rierz. That is right. Now, the tax liability comes into being 
when any of that money is taken for the stockholders’ account rather 
than being held purely for protection of policyholders and to guaran- 
tee fulfillment of their contracts. 

Senator Gorge. Now, it seems to me that the burden of your state- 
ment is that this tax-free accumulation is, as you say, “for the pro- 
tection of the policyholders.” 

Now, if it is for the protection of the policyholders and if tax ex- 
emption is given by the Congress on this amount of profits for the 
benefit of policyholders, should not the tax liability accrue, as I un- 
derstood Mr. Taylor to indicate was his belief this morning, at such 
time as it is no longer needed to preserve the liquidity and solvency 
of the company, which is the basis upon which it is provided for the 
policy benefits ; 

Mr, Rierz. I think you are entirely right. Now, you have fixed 
within the statute two limits which will automatically make that 
fund, rather any excess of that fund, immediately subject to tax. 
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The only limit is the 25 percent of the life insurance reserve, 
Senator Gore. Which in practical effect is no limit at all in the 
ordinary operation of life insurance companies. 

Mr. Rierz. Well, you have companies today who without any tax 
considerations voluntarily retain surplus funds in substantial amount 
even approaching capital and surplus of 25 percent. 

I think you will find in the paper that I believe was attached to Mr 
Taylor’s statement this morning—it was a document prepared by Mr. 
Rood of the Lincoln National—some comparisons of surplus ratios 
through the cycle of the depression, the thirties. 

My recollection is that the group of stock companies in 1928 had 
surplus ratios of approximately 16 percent, that by 1938 they were 
down to 714 percent because of the losses in assets, the high mortality 
on large amount policies, and other adverse factors of the depression 
years. 

The mutual companies I think had surpluses initially in 1928 of a 
fraction over 8 percent and dropped down to about 514 percent, but 
between 1928 and 1938 they had offset some of their losses by substan- 
tial reductions in dividends, I believe. 

So the loss in surplus in the stock companies that were on a fixed 
and guaranteed premium basis, the loss of surplus between 1928 and 
1938 was much more substantial relatively than it was in mutual 
companies who had the higher premiums and had the right to change 
their dividend patterns on all business. 

Senator Gore. Well, I share your sentiment that a stock company 
must have surplus and reserves to keep its solvency unquestioned, and 
I am glad to oi that you agree with me that when this so-called 
policyholders’ surplus is no longer needed for that purpose, then it 
should become subject to the corporate tax rate. 

Mr. Rrerz. Asso provided in the bill. 

Senator Gore. Well, I think we might disagree a bit as to just how 
and when, if ever, it is provided. But so long as we agree on the 
principle, then we will examine the bill for the technicalities. 

I notice in the life insurance reports that part of your corporation 
is owned by the Greenwood Corp. I should know the identity, but I 
don’t. 

Mr. Rrerz. It is a family holding corporation of the Greenwood 
family. Mr. Pat Greenwood is president of the Great Southern 
at thistime. His father was president some years ago. 

Senator Gore. Is this its principal business? 

Mr. Rrerz. It is its only business. 

Senator Gore. According to this, your company was established in 
1909 with authorized capital of $500,000. Is that correct? 

Mr. Retz. I am sure that is correct. 

Senator Gore. And since then you have paid out cash dividends of 
$16,015,000. 

Mr. Rrerz. That is correct. 

Senator Gore. And stock dividends of $3,200,000. Is that correct! 

Mr. Rrerz. That is correct. 

Senator Gore. And as of now what is the book value of the 
company ¢ j 

Mr. Rrerz. Well, 540,000 shares of stock and $27 million in capital 
and surplus funds—roughly $50 million. Now, our paid-in capital 
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er the years—that original capital is not representative of the actual 
jollars that were put in the Great Southern Life Insurance Co. 

Senator Gore. Will you please supply that? 

Mr. Rierz. I can give it to you—I cannot give you the dates at this 
ime as to when the stock was sold. I think the fast of it was as late 
ys 1928, but the capital that was paid in was $2,200,000. The con- 
iributed surplus totals $3,874,000 over the years, as I recall the figures, 
»that there has been approximately $6 million up to date put into the 
Great Southern Life Insurance Co. by stockholders. 

Senator Gore. I am not suggesting there is anything wrong in the 
wry profitable operations you have had. It would indicate that there 
has been a little room for tax liability heretofore which the Congress 
has not levied. I am glad to see we are finally coming around to 
mquiring a very profitable institution like yours to bear its share, if 
not proper, at least a part of the share of the cost of national defense 
and Government of the country. 

I notice you place great emphasis on the distribution of surplus. I 
mm not prepared to question you as I should be prepared on that. Is 
that a problem peculiar to your company or is that one peculiar to 
ompanies that have been operated, for want of a better phrase, con- 
grvatively? Will you fully identify that problem and how it relates 
tothis bill? I am asking for information. I am unprepared on it. 

Mr. Rrerz. You are talking about distribution of surplus to stock- 
holders ¢ 

Senator Gore. Yes. It seems to me as you made your statement 
you were placing emphasis on the need to distribute surplus that had 
heen accumulated heretofore. 

Mr. Rrerz. Well, we look upon our policyholders’ surplus as not a 
fixed fund but, rather, as a revolving fund. Now, from time to time 
as conditions change, we change our premiums. We may increase— 
in recent years we have been increasing—our interest assumptions in 
our premium rates, but every premium structure, every set of pre- 
mium rates, we have has added in their computation a margin for 
contingencies, and I believe every other company in the business, 
whether they are stock or mutual, has a margin for contingencies. 
That generation of policyholders who buy insurance at those rates 
pay a premium that contains a margin for contingencies, to guaran- 
tee the fulfillment of their policy contracts. That money that is paid 
by this generation of policyholders should in effect be put aside and 
to the extent your assumptions in your premium structures produce 
that flow of funds for contingencies for this group, it should be 
retained— 

Senator Gore. Do you think this should accumulate irrespective of 
thesize of the surplus as it might be as of now ? 

Mr. Rierz. I think the surplus then should be taken down. That 
which is not needed for contingencies should be taken down and revert 
to shareholders as the liabilities with respect to those policies from 
which these particular dollars were accumulated expire. In other 
words, if I took my business of 1940, I would have accumulated 
surplus funds with respect to that block of business, a part of which 
was intentional accumulation because I put a feature in my premium 
structure to allow for contingencies that I couldn’t estimate. As I 
think Charlie Taylor said this morning, the actuaries are given credit 
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for being very precise about these things, but our estimates are yer 
rough, and I happen to be an actuary myself. But I put a contingency 
factor in my premium. I retain those funds. If I do not need thog 
funds that this group of policyholders contributed during the time 
these policies were in force, then it reverts to the stockholders, but on} 
at that point does it revert in my opinion to the stockholders, | 
own feeling is quite strong that it is only after you have fully satisfied 
your policy liabilities are the stockholders entitled to anything out of 
the Great Southern Life Insurance Co., and I believe practically ou 
of any life insurance company. 

Senator Gore. Now, I have one other question. You said that this 
policyholders’ surplus should be tax free and accumulate so long but 
only so long as it is needed for the protection of the policyholders, and 
that each additional policy you sell has a percentage of the premium 
allocated to this contingency. 

Now, does that mean that, in your opinion, nyne of this so-called 
policyholders’ surplus should be subject to taxation, beginning from 
the date of the enactment of this bill, until all of the present surplus 
has been distributed to stockholders ? 

Mr. Rrerz. No, sir. 

Senator Gore. It doesn’t mean that ? 

Mr. Rretz. Not necessarily. 

Senator Gore. Well, I mean could it mean that? 

Mr. Rierz. It could have that effect, I think, in some situations. 

Senator Kerr. Let me see if I can make a contribution to this con- 
versation. 

Senator Gore. I wish you would. I am sure you can. 

Senator Kerr. If I understand it, your position is that the surpluses 
which have been accumulated and will be in being when this bill goes 
into effect will be sums of money retained from earnings after taxes 
have been paid currently on the operations of the company while they 
were being accumulated ? 

Mr. Rrerz. Yes, sir. 

Senator Kerr. And since the taxes currently have been paid o 
that money and since that money is there for the protection of the 
existing policyholders and the liability which their policies repre 
sent, that when the time comes that the liability has been terminated, 
either by payment or cancellation or whatever manner is provided 
that it can be terminated, then those funds having been accumulated 
in periods when the taxes were being paid, at the time the company 
is ready to distribute those funds to the stockholders in the form of 
dividends they should be permitted to do so without their becoming 
subject to this law now being passed ? 

Mr. Rrerz. That is right. As a matter of order, this law now pro 
vides that if you first pay out the funds contributed by future gener- 
ations of policyholders and pay the tax on them, you can then go on 
and pay in stockholder dividends the existing surplus funds without 
payment of tax. 

Senator Kerr. Because your position is that the tax having been 
paid on the earnings when these funds were being accumulated, if 
they are subjected to a further tax before they could be paid to the 
stockholders as dividends, it would be in effect making them subject 
to double taxation. 
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Mr. Rrerz. Well, it certainly would if that were the effect. 

Senator Kerr. Both with reference to the years they were accumu- 
sted and then with reference to the time when they are paid out. 

Mr. Rierz. As far as we are concerned, we look upon our present 
grplus, which is a fairly large surplus figure, as something that has 
jen retained voluntarily so that we can be very sure with a fairly 
gmpetitive low nonparticipating premium scale to fulfill our con- 
tractual obligation. 

Senator Kerr. But whether the tax rate were high or low when you 
were accumulating it, you didn’t fix it? 

Mr. Rrerz. That is right. 

Senator Kerr. But you did pay it on the basis of your tax lia- 
bility while these funds were being accumulated. 

Mr. Rrerz. That is correct. 

Senator Kerr. And when the contingency for which they were ac- 
mnulated no longer exists, and with reference to them your com- 

y desires to pass them along to your stockholders—— 

Mr. Rrerz. We believe that—— 

Senator Kerr. So they can pay Federal taxes on them and have the 
benefit of what is left, you don’t want to be in the posture of having 
toagain pay the Federal Government 52 percent of it out in the form 
of taxes before you can distribute the rest of it to the stockholders 
» they can pay 70 percent of what they get to the Federal Govern- 
ment in taxes ? 

Mr. Rrerz. That is right. 

Senator Kerr. Is that about it ? 

Mr. Rrerz. That is right. 

Senator Kerr. I hope I made some contribution. 

Senator Gore. Well, I think you mean in a way how this so-called 
policyholders’ surplus may never become subject to taxation. 

Senator Kerr. It was subject to taxation when it was accumulated, 
ucording to the witness. 

Mr. Rierz. He is talking about this future policyholders’ surplus. 

Senator Gore. I am talking about the policyholders’ surplus as 
provided in the pending bill. Is that the way it is described? You 
call it—well, I mean the bill calls it policyholders’ surplus. Now, 
snot the insurance in force greater every year, if you ae an ex- 
se company ¢ 

Mr. Rrerz. We hope that it will be. 

Senator Gore. Hasn’t that been your experience ? 

Mr. Rrerz. It has been our experience to date. 

Senator Gore. Well, if at the end of 1958 you needed a certain 
amount of surplus, and during 1959 you grow as you anticipate and 
hope, will you not need a great amount for the next year when there 
8a greater amount of insurance in force? 

Mr. Rierz. Possibly we will. If we continue to grow, both in- 
firancewise and assetwise, I believe we will need increments to our 
urplus fund, merely to maintain our present ratios which we don’t 
think at the end of a cycle where everything has been favorable 
mortality has been good, interest has been good—the only thing we 
have had adverse of any magnitude industrywise in the last 10 years 

been the inflationary cost of rising salaries and costs and we have 
succeeded to some degree in controlling that by improving our effi- 
dency. 
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Senator Gorr. Then—— 

Mr. Rierz. But we are at the end of a good cycle where we should 
have high surplus. If we are at the end of a cycle such as you had 
with the influenza epidemic of 1918 or the depression of the thirties, 
because of the losses you will have sustained, the surplus will be very 
much reduced. 

Now, we shouldn’t maintain a terminal depression surplus at the 
end of or during a part of a very favorable cycle, and this has beep 
a favorable cycle. 

Senator Gore. If we accept the affirmative answers which you haye 
given me to the questions I have asked you, how then can you say 
that the surplus earned from expired policies should be distributed 
without saying that the policyholders’ surplus should accumulate tax 
free in perpetuity in so long as you are a growing and expanding 
company ¢ 

Mr. Rrerz. Well, you put limitations on the policyholders’ sur. 
plus. Now, those limitations—they are 25 percent of the reserves and 
60 percent of the net premiums. They may never be reached ina 
rapidly expanding company. 

Senator Gore. All right. That is what I am trying to say, 

Mr. Rrerz. As one of the other witnesses indicated this morning, 
if this industry stabilized at a given volume of business, became 
mature, so that we were just replacing each year for practical pur 
poses what terminated by death and maturity, you would find a very 
different pattern in what would happen to the various funds and 
what would happen to insurance company earnings. 

Senator Gore. I appreciate your candor and your knowledge, and 
your willingness to answer questions in a forthright way. I am 
trying to find loopholes in the bill as it is presented, and it seems to 
me this may be one. 

Here is 50 percent of your tax liability deferred under phase 3. 
Under conditions which we have discussed, and most any which I 
have been able to imagine, it may be deferred permanently. Certainly 
so if you are a growing and expanding company, which I like to 
assume. 

Mr. Rrerz. I do, too. 

Senator Gorr. Now, if that be true and if you and I are correct 
in the agreement we have reached that when it ceases to be neces 
sary as a protection for the policyholder, it should become subject to 
tax, then we must provide some termini. 

We must provide some reasonable way by which we can reasonably 
expect that some day, somehow, it will become subject to taxation. 

Mr. Rrerz. Well, it seemed to me that the bill had provided for such 
a thing by precluding any company from accumulating a highly 
redundant amount in setting these limits that are prescribed in the 
bill, because as soon as their policyholders’ surplus as defined in the 
law arising from untaxed operating gains under phase 2 exceeds 
either of these two limits, they must immediately pay the tax on the 
excess, and in effect transfer the balance after the tax into the share 
holders’ account. 

Senator Gorr. But have you not said that before such limits apply, 
if they ever do, all presently earned and all previously earned surplus 
should be distributed, and the accumulations for all future surplus 
should, by terms of this bill, receive a deferral of tax liability! 
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Isn't that——— 

Mr. Rrerz. Only by taking down your existing surplus very grad- 
milly as these present contrac ctual liabilities expire. Now, asa stock- 
holder in a—— 

Senator Gorr. You say only gradually. Then your answer must 
ie in the affirmative. But you would do it gradually ? 

Mr. Rierz. Well, remember that phase 3 of this bill 

Senator Gore. And I would agree thoroughly if it should be done, 
itcould only be done gradually unless you have a whale of a big year 
pext year. 

Mr. Rierz. Remember this, that I think phase 3 of this law was 
never conceived—at least it is my understanding that it was not con- 
eived as a basic revenue-raising part of the taxation law for life 
surance companies. 

Rather, it was conceived as a means of precluding any funds revert- 
ing to stockholders which would go untaxed at the corporate rate. It 

was conceived to permit a stock company to have adequate funds and 
the means of providing adequate funds to thoroughly protect the 
fulfillment of their contractual liabilities in times such as influenza 
epidemics and depressions, and so forth. 

Senator Gore. I think I agree with you, at least from what I know 
of its attraction, and would you likewise agree with me it does not 
have the objective of providing any period, any time, or any condi- 
tions under which the surplus would be distributed and thereby become 
taxable / 

Mr. Rierz. Well, I think if you take individual company situations, 
itmight reach that point. A company that becomes kind of dor- 
mant—we have had them in the business—that showed progress for a 
number of years and then kind of leveled off, new production dropped. 
Ithink if you had them to the place where you had almost a closed 
block of business with very little new business coming in, the tendency 
would be to increase underwrite gains very rapidly and build that up 
tothese limits, but in a very aggressive, growing company I think I 
would have to admit to you that it is not probable that this would be 
iriggered to pay Feder al taxes, and yet I don’t think in a very aggres- 
ive, growing company these surplus ratios are going to reach levels 
which you would not agree are essential to the protection of policy- 
holders. 

Senator Gore. Well, I find that you and I are in wide agreement. 
It may be that we would disagree on whether this aggressive and 
gowing concern should grow on tax-exempt profits or whether it 
should grow on equity capital. I am perfectly willing to defer taxes 
0 prov ‘ide the surplus necessary to protect the solvency of the com- 
pany, but I cannot find myself willing to allow a large portion of the 
tet profits of a cor por ition to go unt: axed i In per petuity. 

Mr. Rrerz. I don’t think you will be doing that in perpetuity. 

Senator Gore. Is it your personal view, or is it not, that private 
surance companies should grow and expand on tax-exempt. profits 
ron equity capital / 

Mr. Rrerz. I think they have to have equity capital to get started, 
bit it seems to me that any 

Senator Gore. I wasn't speaking of getting started. 
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Mr. Rrerz. Let me complete my statement. It seems to me that 
any business enterprise, by deducting the expenses of the develo 
ment of the business, is always expanding to some degree on mone 
that might otherwise be taxable. Suppose that I am in the 
business and that if I made no effort to expand my sales, my profits 
would be $1 million, but in this particular year I spend a quarter of 
a million dollars on advertising and another quarter of a million 
dollars on other sales promotion. My net profit comes out to be a half 
of a million dollars. 

Now, I hope by spending that quarter of a million on advertisi 
and a quarter of a million on other forms of sales promotion that 
in ensuing years I will make more money. Otherwise I wouldn't 
spend the money. 

Senator Gore. But that is an operating expense. And you have 
a similar operating expense in the establishment of new debits, of 
new accounts, new sales, opening up new territory for your company, 

Mr. Rrerz. I thought that was what you are talking about, expand- 
ing on tax-free money. Apparently I have misunderstood your 
question completely. 

Senator Gore. 1 was speaking of the accumulation of surplus on 
which tax is deferred not only to the extent that it provides a real 
protection for the policyholders, preserving solvency of the company; 
but beyond that, it may never be distributed to the stockholders and 
thereby never become taxable to the corporation. And then ther 
is this second provision which is an all-phase tax exemption of 10 
percent. Do you believe in that? 

Mr. Rrerz. I think it is essential in a nonpar company. 

Senator Gore. It is what? 

Mr. Rietz. I think it is essential in a nonparticipating company. 

Senator Gore. In other words, you think it is essential for the 
Congress of the United States to give complete tax exemption for 
an amount of profits earned by stock companies roughly comparable 
in amount to the dividends paid out by the mutual companies. 

Mr. Rrerz. I am sorry, but I can’t follow that those things ar 
roughly comparable. I think they arise from two entirely different 
reasons. 

Senator Gore. Well, the reason I said roughly comparable, and 
that may not be an accurate description and I apologize if it isnt, 
the Ways and Means Committee report refers to this as a tax exemp- 
tion to compensate the stock companies. You recognize what I 
am talking about ? 

Mr. Rrerz. I can’t identify that language, although I have— 

Senator Gore. You can’t identify the word “compensate”? I would 
like them to ask Mr. Stam’s assistant, what is the language of the 
report? , 

Mr. Woopworrn. The report refers to the 10-percent deduction % 
an allowance which is intended to compensate stock companies for the 
allowance of the deduction for policyholder dividends to mutual 
companies. 

Senator Gore. That is what—do you recognize that now? 

Mr. Rrerz. I recognize it, but I don’t understand the statement. 

Senator Gore. You mean my statement or his? 
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Mr. Rierz. I don’t understand the statement in the House Ways 
and Means Committee report. In other words, I have never seen it 
demonstrated that there was any correlation between the two factors. 

Senator Kerr. What the witness thinks is it is rough but not 
emparable. [ Laughter. ] 

Senator Gore. I guess that is more accurate. You do think that 
tax exemption should be provided to that extent, or do you ? 

Mr. Rrerz. I think some reasonable amount of contingency funds 
should not be subject to tax until it is determined whether they are 
needed to fulfill those contractual obligations, because we can’t draw 
aline through our statement on December 31, 1958, or any other date 
and say that this is the end of this business and the experience with 
this group of customers. 

Senator Gore. Again you use the clause “until it is determined that 
they are not needed, for the protection of the solvency of the com- 

iy.” But that is a provision which is not, in my opinion, spelled 
out in the bill before us. 

Mr. Rierz. Well, I would take it from your line of questioning, 
Senator Gore, that you do not agree with the 25 percent and the 60 
percent, that is the trigger mechanism, since whenever it accumulates 
toan amount greater than that, it will be immediately subject to tax. 

Now, there are two ways to become subject to tax: One is when the 
decision is made to transfer it to the shareholder’s account and pay 
stockholder dividend ; the other is by its merely reaching a level where 
it first exceeds those amounts. 

I would judge that you feel the trigger mechanism based on the 
limits of the 25 percent and the 60 percent is not effective enough. 

Senator Gore. I think the 25 percent is utterly unrealistic. 

Mr. Rrerz. And yet we had a situation where in 1928, I think you 
can find these figures in Mr. Roods’ testimony, you had about 16 
surplus percent ratios and they dropped to 7.5 percent by 1938, be- 
cause of the losess during the depression years, in nonpar companies. 

Actually I should amend that statement because they never got to 
15 percent. The reason they never got to 7.5 percent is because a num- 
ber of companies asked their stockholders for contributory surplus. 
But you get down to 8 percent and if you eliminate the surplus con- 
tributed by some companies who were in a very narrow position, then 
the washout was about from 16 percent down to near 7 percent. 

Senator Gore. Let’s come to this 10-percent deduction. I would 
like to read a sentence from the Ways and Means Committee report: 

This 10-percent deduction is designed to compensate stock insurance compa- 
nies for the fact that since they do not have the cushion of redundant premiums 
which, if the business does not go well a mutual company can use to offset 
losses that otherwise are subsequently paid back as policyholder dividend, they 
must have larger capital or surplus. 

Now, it seems to me that is saying that because the stock companies 
are in competition with the sabunl aaa. they must be given a 
10-percent, tax-free deduction. And if that be true, then what about 
the feed manufacturer, a private corporation, whose principal com- 
petitor is a farm co-op across the street? Shouldn’t you give the feed 
manufacturer a deduction, too, and shouldn’t you give a commercial 

a deduction because it is, in a way, in competition with a mutual 
savings bank, or a building and loan association ! 
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Mr. Rierz. I think the main point of distinction, at least to me— 
and this is something ! haven’t given a great deal of thought to, 
actually—but I think— 

Senator Gore. I am sure I have not given enough, because I find jt 
very troublesome. 

Mr. Rrerz. I think the main point of distinction is this. Beeanse 
of the very long-term nature of this business that we are talking 
about, you don’t determine when a profit arises with respect to any 
given block of your business at the end of any one year 

Senator Gore. Well, now, we have already talked about deferral, 
This isa complete exemption. This is not triggered by anything, I 
is an exemption in perpetuity. Isn’t that right‘ 

Mr. Rrevz. I think it works that way, as one example. 

Senator Gore. Thank you, Mr. Chairman. 

Senator Kerr (presiding). Senator Curtis. 

Senator Curtis. Do you write group insurance, too / 

Mr. Rrerz. Yes: we write a small volume of group insurance, 
Had been inactive in the business until about 3 years ago and have 
attempted to reactivate a group dep: urtment. 

Senator Curtis. Is it one of your major departments / 

Mr. Rrerz. We have got about $100 million of $950 million of busi- 
ness in the group life department. 

Senator Curtis. What does that 2-percent deduction for group 
premiums amount to under the figures for 195s ¢ 

Mr. Rrerz. In our company 4 

Senator Curtis. Yes. 

Mr. Rierz. I would rather furnish you the figure. If I had to 
guess, I would say that our group premium income was roughly $1) 
million, and 2 percent of it would amount to $30,000. 

Correction. Our group life and accident and health premium in- 
come was $2,067,395, so the 2-percent contingency reserve required by 
some States would be $41,348. 

Senator Curtis. Do you write annuities / 

Mr. Rierz. Very few individual annuities, and would offer group 
annuities. 

Senator Curtis. Have you gone into the new idea of variable an- 
nuities ¢ 

Mr. Rretz. No, sir. In fact, I don’t think we can legally under the 
laws under which we operate. Iam sure we cannot. 

Senator Curtis. That is all, Mr. Chairman. 

Senator Kerr. Senator Talmadge. 

Senator Tarmaper. Mr. Rietz, is it possible that any stockholders 
receive any dividend under the terms of this bill without the corpors 
tion first paying either 30) percent or 52 percent income tax? 

Mr. Rrerz. I don’t think it is possible at all. I think that is just 
what phase 3 was designed to preclude. 

Senator Tatmapcr. That is what I was trying to clear up. I lis 
tened to Senator Gore's questions with interest about the deferral of 
taxes. Ultimately, it seems to me, the stockholders want some div- 
dends for their equity capital that they have invested. 

Now, in any phase of this bill, could any stockholder ever get 
dividend without paying the regular corporate rate, whether it be 
30 percent or 52 percent? 
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Mr. Rierz. He could never get a dividend from earnings in the 
future. 

Under this bill, under some circumstances he could get the existing 
surplus which was accumulated under other tax laws. 

senator Tatmapcr. That is prior to the passage of this act? 

Mr. Rierz. Prior to the passage of this without their paying a second 
taxon that. But he could never get, as I interpret the lave and believe 
it applies, any dividend from future earnings without the Federal 
Government first having gotten the tax at normal corporate rates. 

Senator Tarmance. Thank you, sir. 

Senator Kerr. Senator McCarthy. 

Senator McCarruy. I haye no questions, 

Senator Kerr. Thank you very much, Mr. Rietz. 

Mr. Ruerz. Thank you. 

Senator Kerr. Mr. John A. Lloyd, Union Central Life Insurance 
Co. 

Come around, Mr. Lloyd, and identify yourself and your associates 
for the record. 


STATEMENT OF JOHN A. LLOYD, PRESIDENT, THE UNION CENTRAL 

LIFE INSURANCE CO., CINCINNATI, OHIO, ACCOMPANIED BY 
CARL DeBUCK, EXECUTIVE VICE PRESIDENT; AND W. LEE 
SHIELD, VICE PRESIDENT 


Senator Kerr. Mr. Lloyd, is your position there with the sun beating 
down upon you uncomfortable ? 

Mr. Lioyp. It has been uncomfortable for some time, Senator, and 
it has been suggested in the room that with some of the excess money 
the Government is going to get from this tax bill they buy some blinds. 
[Laughter. | 

Senator Kerr. We will try to have them for the 1961 hearings. 
(Laughter. | 

Mr. Luoyp. If this hearing lasts that long, I hope I am not on the 
sandthat long. [ Laughter. | 

Senator Kerr. Well, I was going to suggest if it would be to your 
comfort you come up here and sit in one of these chairs. 

Mr. Luoyp. Thank you, sir, that would be too exalted for me. I can 
handle this very well. 

Senator Kerr. You mean that would be even more uncomfortable? 
You would be surprised how good that audience looks out there. 

Mr. Luoyp. Well, they are all friends of mine, and I am not afraid 
tohave my backtothem. [Laughter. | 

My naine is John A. Lloyd. I am president of the Union Central 
Life Insurance Co. of Cincinnati, a mutual company. Organized in 
1867, our company is licensed to transact business in all 49 States, in 
the Territory of Hawaii, and in the District of Columbia. 

Associated with me today in this testimony is Mr. Carl DeBuck, 
executive vice president of our company, and Mr. W. Lee Shield, 
vice president of our company, who also curently is associate general 
counsel of the American Life Convention. 

In the first part of this testimony I am representing only the com- 
pany which employs me and my own personal views, althought I 
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know there are many companies which share all or part of the opinions 
which shall be expressed herein. 

In the latter part of this statement I shall represent the Americap 
Life Convention, the largest trade organization in the life insurang 
industry. I shall make it clear to the committee where this testimon 
changes its emphasis from that representing the Union Central to 
that representing the views of the American Life Convention, 

It is the opinion of the Union Central that H.R. 4245 is the best 
approach which has yet been developed in the form of legislation for 
the taxation of life insurance companies and we strongly recommend 
that it be enacted into law, granting that serious consideration should 
be given to some one or two of the amendments which will be proposed 
during these hearings. 

Notable among the proposals which we believe worthy of your con- 
sideration is that which suggests the use of a 5-year intracompany 
average in computing investment income under phase 1. This has 
the effect of putting each company completely on its own experience, 
without any consideration whatever of the results of the operations of 
its competitors and this we believe to be desirable. 

In previous testimony before the Senate Finance Committee I have 
counseled against any of the several forms of taxation which have 
used industrywide reserve interest factors in their formula. 

The most glaring example of the inequities which such formulas 
produce is the 1942 act. a we have a statute which, because of 
what I believe to be an indefensible averaging factor, in some years 
developed no taxable income at all from most companies and thus 

ractically no revenue for the Government from the institution of 
life insurance; and in other years would have resulted in companies 
with very large investment income paying much less than 52 percent 
of such net income in taxes while many would have paid much mor 
than 52 percent and some, including our own company, would have 
paid as much as 75 percent and even more of their taxable net. invest- 
ment income in taxes. 

In our company because of the averaging methods in all of the tax 
laws in effect. from 1942 on, year after year after year we have paid 
more than our share of taxes while many other companies have, we 
believe, paid less than their share. Still other companies have borne 
with us this unjust burden of taxation. 

So far as I know, no other business has been so taxed that it pays 
on the operational results of its competitors and yet that is exactly 
what the 1942 and intervening tax laws have done to the life insurance 
business. 

In H.R. 4245 this injustice is greatly alleviated and if you would 
adopt the proposed 5-year average plan for phase 1, it would be 
eliminated completely. 

If the 1942 act were to remain on the books our company would pay 
in Federal income taxes 79 percent of its net investment income @ 
deducting its reserve interest requirements, while some of our com- 
petitors would pay less than 40 percent. Surely your committee does 
not wish such an unfair situation to obtain. 

It is, I am sure, obvious to this committee, as it is to the Treasury 
and to the Ways and Means Committee, that the 1942 law is unjust im 
method, operation, and impact upon the companies. We believe it 
should be repealed and H.R. 4245 enacted in its place. 
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While there is much which could be said critically about the 
philosophy of H.R. 4245, like all legislation in a democracy it repre- 
gnats a compromise of many proposals and it is an improvement, in 
qur opinion, over the 1942 act, the 1950 act, and the other intervening 
datutes enacted as stopgap laws in successive years, 

It has the effect of laying its weight across the industry upon the 
basis of ability to pay. It compromises the philosophical argument of 
taxation upon the premium deposits made by the holders of participat- 
ing policies and while those who propose such taxation may not be 
gtisfied and those of us who opposed it likewise could complain, we 
gre all in the position of finding half a loaf better than none. 

One of the Tien which some of us saw in those proposals treating 
participating premium deposits as income, a fallacy, we verily believe, 
yas that the smaller companies, both mutual and stock, could be put 
ata very serious competitive disadvantage by the huge mutuals with 
large surpluses and low reserve interest requirements, in that by the 

yment of larger so-called dividends to policyholders such com- 
panies could, in effect, dividend us out. of the ia. eaten ty market. 

Your committee will recall that these so-called participating divi- 
dends are, for the most part, not dividends at all but a return of an 
unused portion of the premium deposit. 

The concern of many of us smaller mutual companies that such so- 
called dividends could injure us competitively under certain types of 
taxation is alleviated considerably by the operation of phase 2 as it 
now appears in the bill. 

There is a movement among some mutual companies to seek addi- 
tional deductions for policyholder dividends. This we believe to be 
amost dangerous proposal and we oppose it most vigorously. 

The suggestion that some of the CE mutuals propose, under which 
they ask for credit of one-half the difference between the taxable in- 
come developed under phase 1 and that developed under phase 2, is 
the very heart of this dividend controversy. 

For all of the more than 1,300 companies in the United States, 
whether they be stock or mutual, the competition is with the big 
mutuals. They are so large and they dominate the nationwide mar- 
ket to such an extent that they are the universal competitors. Our 
problem—that of the rest of us, both mutual and stock—is to meet 
their estimated dividend scales. This is the focal point of all com- 
petition in the life insurance business. To the extent that these esti- 
mated dividend scales are determined by mortality costs and expenses 
of operation, we ask no quarter. But if mutual companies ever can 
deduct the extra percentage of policyholder dividends which some 
now seek, they can further use Government tax dollars to sweeten such 
dividends. This we fear and against it we ask the protection of 
law by opposing the amendment which some of the big mutuals are 
seeking on this subject of dividends. 

A study of the 1957 operations of six of the largest mutuals reveals 
that some of them had as much as 45 percent of their investment 
tarnings free of taxes to distribute in dividends to policyholders. 
This is true because the present tax laws give favorable treatment 
to these big mutuals. In the same year there were also companies 
which had nothing from investment income to distribute to policy- 
holders. This matter of the destructive power of competitive divi- 
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dends is so we tg that we urge that your committee permit no 
change in the bill as it relates in any way to this vital factor, 

The surpluses which all companies must develop as protection to 
policyholders are held for emergency contingencies and to ask q 
dividend tax deduction to avoid using these surplus funds when they 
should be used is to us unthinkable and wholly unjustified. 

For this means that they would be charged with only one-half 
of any deficit developed even though such a deficit were produced 
by policyholder dividends and they have complete control over how 
much they pay out in dividends. 

If you should adopt this fantastic proposal two very important 
enterprises which have a right to look to you for protection wil] 
be affected very adversely : 

First, the smaller companies will be at the mercy of the giants 
in any competitive war which starts—and all of the ingredients of 
such a competition are already present in our business. This pro- 
posal could well supply the catalytic agent ; and 

Second, the U.S. Government will find that instead of getting up- 
ward of from $515 million to $560 million out of this bill, it will] Jose 
millions upon millions in taxes, for it will put into the hand of the 
taxpayer the knife with which he can prune his own tax liability, 
He can write his own tax ticket. 

There has been much said about postponing final consideration 
on H.R. 4245 and the possibility of granting an extension of time 
to file final returns and pay taxes in 1959 on 1958 business. 

Our own American Life convention has indicated that it think 
the committee might wish to take such a step. Much as I regret to 
part company with the convention, I must do so on this issue, 

I can find no valid reason for any long postponement. Delay o 
a permanent form of taxation has been criticized, and properly s9, 
for many years. I sat in this committee’s room just about a year 
ago and hear Senator Byrd tell a representative from the Treasury 
to get. a proposal to tax life insurance companies in by April 7, 1958; 
that it had been saying for years that it would make its suggestions 
and that your committee would not countenance further delay, 

Since then the Treasury proposal has been brought forth. The Ways 
and Means Committee held protracted hearings, adopted the pri- 
ciples of the Treasury proposal, wrote a bill which the House passed 
overwhelmingly and which is now before you. 

Some of the advocacy of delay is sincere, I am sure, but I suspect 
that some of it comes from sources which would use delay as4 
parliamentary tactic to scuttle H.R. 4245. 

I urge you not to delay, but to act promptly. 

To sum up, we favor the enactment of H.R. 4245. We would pre 
fer the proposal to change phase 1 to allow the 5-year average and 
recommend it to you as being a better method than the one now m 
the bill. We urge that there be no delay; that this bill be dealt with 
promptly; that the unjust 1942 law be repealed. Further, we sug 
gest. that all proposed amendments be treated with the philosophy 
which Novelist Winston Churchill credited to Abraham Lincoln who, 
in refusing to adopt immediately an idea enthusiastically presented 
to him by one not entirely devoid of self-interest, is alleged to have 
said he would have to look it over very carefully because “I always 
shuck an ear of corn before I buy it.” 
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Lit no Now I have completed testimony in my capacity as president of a 
| mutual life insurance company, and from here on in this statement I 
Onto  geak for the American Life Convention by direction of its president 
ask a and shall confine my remarks to an earnest argument for more equi- 
ithey table relief for small companies, a matter in which our organization 
ig vitally interested. 
--half In the past decade some 600 life insurance companies have been 
duced organized in the United States. In our opinion, it is generally a good 
rhow thing that new companies are being formed. I am not pleading the 
case of the seekers of tax shelter or of any other type of company which 
ortant has merited criticism, but of the hundreds of can fide companies 
n will which are trying to get a start. It means new venture capital coming 
in to the economy, new enterprises being developed which, in turn, 
riants vill provide greater carrying power for the risk load of American life 
nts of -—simsurance and new and additional investable funds available for the 
spro development of the American economy. It also is important to re- 
member that these small companies are investing their funds in their 
ig up- = home localities and thus are a very important factor in the develop- 
ll lose -s ment of our country. 


of the The 1942 law makes no provision for the relief of new and small 
bility, companies. The stopgap measures did make such provision and H.R. 


145 recognizes what we know as a small company deduction, permit- 
ration . ting a deduction equal to 5 percent of the net investment income with 
fF time | aceiling of $25,000. 

Working from what reports are available to us, we have developed 
thinks _—the following figures, and I think they are very interesting : 254 life 
ret to -«sMsurance companies have assets of less than $500,000; 144 have assets 


ue, of between $500,000 and $1 million; 243 have assets of between $1 mil- 
lav on lion and $5 million. 
rly. 0, Now to me $5 million is a lot of money but I submit to you that in 


a year —«ste parlance of life insurance companies if total assets are at that 
easury igure you havea prettysmallcompany. “i 
1958; When today’s large companies were getting started, from 75 years 
est ions to more than a century ago, there were no income taxes whatever and 
lay. wry little of any other kind of taxes. What we propose is that 
, Ways today’s beginners be given something of a break in their formative 
prin ‘Fears so that they, too, may have their chance to develop. 
passed In the interest of the development of small companies, the Ameri- 
an Life convention urges that the small company deduction in the 
suspect bill be increased substantially from the present 5 percent with a 
vasa 000ceiling. We suggest that the ceiling be maintained at $25,000; 
that the percentage within the ceiling be increased. It has been sug- 
gested that the increase be from 5 percent to 25 percent and I can see 
ld pre- much merit in this pee It is a large increase percentagewise, 
ge and but it means but little dollarwise, to the Government. Our estimate 
now in 4s ttat_ to raise the percentage to 25 percent would reduce the tax 
it with take” under this bill by but $4 million, and rechecking that figure 
ve sug actuaries in the convention tell me that they have used the outside 
osophy igures in every instance, and that $2.5 million would probably be 
in hore nearly accurate than $4 million. , ; 
aan Any lower percentage than 25 percent which your committee might 
ohn | = would reduce that amount of reduction in the “take. 
always 
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We are not here to argue for any specific figure ; we suggest. 25 per- 
cent ; we do heartily endorse the idea that there should be an increase 
in the deduction. 

Most of the companies which would benefit belong to no organiza- 
tion and no concerted voice of their own creation will be heard for 
them. But their cause is important to our economy and we urge you 
as earnestly as we know how to grant this one deduction for smal] 
companies. 

Thank you, Mr. Chairman, very much. 

The Cuarmman. Thank you. 

Senator Kerr? 

Senator Kerr. No questions. 

The Cuarrman. Senator Williams? 

Senator Wru1ams. No questions. 

The Cuarrmman. Senator Frear? 

Senator Frear. I assume that the 5 percent and the $25,000 have 
been made known to the rest of the companies as to just what that does, 

Mr. Lioyp. I do not understand the question. 

Senator Frear. What is the 5 percent and what is the $25,000? 
Does it pertain to every insurance company ? 

Mr. Lioyp. Each company gets a deduction of $25,000. 

Senator Frear. I am sorry about the sun hitting you in the face, 
We are going to get those drapes up here one of these days, but we are 
a little short of money, and this tax bill will help us on that. 

Mr. Luoyp. We are taking care of that. [Laughter.] 

Senator Frear. But every company gets a deduction of $25,000? 

Mr. Luoyp. Every company gets the deduction of $25,000. 

The 5 percent proviso would give every company a deduction of 5 
percent of its investment income, with a ceiling of $25,000. Nobody 
would get more than that $25,000. It applies to all companies. But 
the number of them which are small is sufficient so that the reduction 
in the take by increasing the percentage would not be above, we esti- 
mate, $214 million. 

We put in my statement $4 million, and that is an overstatement. 

Senator Frear. But the 5 percent would have a maximum dollar 
value of $25,000 ? 

Mr. Lioyn. That is right. 

Senator Frear. Thank you. 

Mr. Luoyp. That is right. 

Mr. Cuatro an. Senator Carlson? 

Senator Cartson. Mr. Lloyd, I appreciate very much your com- 
ments on the need for some additional relief for the smaller companies. 

I noticed that 254 life insurance companies have assets of less than 
$500,000. 

I may be in error, but I believe that in the State of Kansas, where 
we have a number of these small companies, I think we have 18 com- 
panies with less than $500,000. 

I notice you make this statement as a representative of the Amer- 
ican Life Convention, while in the earlier part of your statement was 
on behalf of your own company. 

Does this also express your own personal views ? 

Mr. Lxoyp. Definitely ; yes. 

Senator Carison. Yes. 
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Mr. Luoyp. I strongly urge this personally for the small company 
improvement, definitely. 

did not mean to divorce myself from it, but the first part of my 
gatement is pretty controversial in the life insurance business, and 
the American Life Convention does not necessarily or probably does 
jot at all agree with me, so I am trying to put my pins in a row here. 

Senator Cartson, I wonder if you do not have in your company 
in Cincinnati, Ohio, a very outstanding insurance man from Kansas, 
Judd Benson ¢ 

Mr. Lioyp. We certainly do, and we are very proud of him. 

Senator Cartson. I want to state for the record that during my 
service in the House, and while on the House Ways and Means Com- 
mittee he used to come in and testify before the committee on this 
roblem, and he made a very good witness for your company. 

That is all, Mr. Chairman. 

The CHarRMAN. Senator Curtis! 

Senator Curtis. Has your company always been a mutual ? 

Mr. Luoyp. No, Senator. It was organized as a stock company. 

Senator Curtis. When did it change to a mutual ? 

Mr. Lioyp. It began mutualization in 1941, and completed it in 
1954. 

Senator Curris. In reference to the first part of your testimony 
where you opposed this feature referred to by some as the negative 
ofiset, you stated that it supported and would help the very large 
mutuals. 

Are there not a number of small- and medium-sized mutuals that 
favor and would be helped by it, too? 

Mr. Luoyp. That is possible, Senator ; they might favor it. Whether 
they would be helped by it would be at a point where I might disagree 
with them, but I cannot accurately answer your question because I 
have not discussed it too much among the companies. 

Senator Curtis. You would not suggest that your view on it was 
the majority view ¢ 

Senator Kerr. He means that that part of his testimony was his 
own view, and that was his view with respect to his own company. 

Senator Curtis. I understand it was. I was asking whether it 
was the majority view. 

Mr. Luoyv. I would not suggest it was the majority view, but I 
vould certainly not concede that it was not until I had talked to the 
other companies. 

I would imagine that a great many of the companies would agree 
wth me, particularly a great many of the stock companies, and I 
now some of the mutuals would, but I have not polled them, and 
Teannot tell you. 

Senator Curtis. But there would be some that would disagree ? 

Mr. Lioyp. Some that would disagree? Very definitely. There 
iresome who have testified here thus far, yes. 

Senator Curtis. I was speaking primarily of the small and, per- 
haps, middle sized ; I realize that is a relative term. 

Mr. Luoyp. Yes. 

Well, I have not polled them, and I cannot answer your question 
wecurately. I would not attempt to speak for them. 
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Senator Curtis. Would you mind stating what situation faced by 
your company that caused you to pay the inequitable portion of taxes 
in the past that you referred to in your statement? What set of 
circumstances brought that about ? 

Mr. Lioyp, Well, I will. Reserve interest requirements were a 
great deal higher than the average required under the Secretary's 
ratio or under the fixed average in the Mills bill, and thus we paid 
a higher percentage than companies that were nearer the average or 
on the underside of the average. 7 
_ Senator Curtis. You were facing a situation where you were build- 
ing up your reserves and thus going beyond the industry average to 
which the previous laws have entitled you to; is that right? | 

Mr. Lroyp. We had a lot, and still have a lot, of 314-percent reserve 
policies on our books. 

We are writing at 2144 percent. Our earning rate is improving, 

The two factors were closing in, but it takes a long time, and the 
bill worked—all of these bills have worked—always against any 
company that is in such a situation as ours. 

I gave to Mr. Mills, in the Ways and Means Committee, a list of 
some 30 companies that were in our situation when this bill was 
under consideration or when the problem was under consideration 
over there. It is not exactly unique with our company. We have 
plenty of company. 

Senator Curtis. There were 30 of them ¢ 

Mr. Lioyp. Thirty of them, as I remember ; ves. 

Senator Curtis. That is all. 

Senator Kerr. Mr. Chairman, I want to ask one question. 

Was there some law passed in Ohio that in anyway contributed 
to your company going from the status of a stock company to a mutual 
company ? 

Mr. Lioyp. A law passed in Ohio? 

Senator Kerr. You are from Ohio? 

Mr. Laoyp. Yes. 

Senator Kerr. Yes, sir. 

Mr. Lioyp. Well, the Ohio Legislature passed a statute back in 
the early thirties permitting stock companies to mutualize—I do not 
know whether that is what you have in mind or not—but we did not 
mutualize because of the compulsion of law. 

Senator Kerr. I did not contemplate that you did. 

Mr. Luoyp. It was not a shotgun marriage. [ Laughter. | 

Senator Kerr. I was under the impression that the Ohio Legisla- 
ture passed a law making it possible for a stock company to mutual- 
ize, and the controlling stockholders continued more or less in control 
of the mutualized company. 

Was there anything in the bill in that direction or that included 
anything that would form the basis for that impression ‘ 

Mr. Lrioyp. Well, the Ohio mutualization law is almost an exact 
copy of the New York law. 

Senator Kerr. Well, now, can you tell me what it is without my 
having to look up the New York law to find out what the Ohio lawis! 

Mr. Lioyp. The statute provides that when a company is in process 
of being mutualized, the superintendent of insurance appoints trustees 
who act for the policyholders, and at the time of mutualization those 
trustees elect directors. 
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J have never known them to fail to reelect the old directors in the 
gutualizations that I know about. 

In the mutualizattions that I know about the old contro] has, after 
the passage of a few years been diluted very drastically. 

Senator Kerr. Due to no act of their own. I mean the passage of 
time eventually brings about, as Senator McCarthy remarked on the 
side here a while ago during the conversation between Senator Doug- 
as and one of the witnesses about the mortality rate, he remarked 
that it eventually is a hundred percent. [Laughter. | 

I presume that the passage of time would make that dilution neces- 
ary even if not by willing act of one of the old directors. 

Mr. Lioyp. I can only speak for our own company, and there has 
hen a rather dramatic change over the period from 1954 on in the 
management of our company; that is, if you called the roll of the man- 
agement as of 1954 and now you would find that what you call mor- 
tality has been pretty heavy. 

Senator Kerr. In other words, even they have proven mortal. 
(Laughter. | 

Mr. Luoyp. Yes, sir. 

Senator Kerr. I was not finding any faux with that. I had just 
heen under that impression, and I thought it was a matter of consid- 
erable interest to you, and I knew that you would know, and you have 
proven yourself very articulate, and I thought I would give you the 
portunity to advise me. 

Mr. Lioyp. May I be a little more articulate to make this one ob- 
servation ? 

Senator Kerr. I certainly would not want to discourage it in any 
way. 

Mr. Luoyp. I would like to make this one observattion about it: 
that it does not appear to be practicable or sensible certainly to have 
smutualization law which would force out the entire management of 
scompany just because it had been mutualized; that does not seem 
tome to be sensible. I do not know why anybody would want to 
do that. 

Senator Kerr. I do not either, and I think one very available alter- 
native would be to fix it so that the management of the stock company 
would continue to manage the mutualized successor, 

Mr. Lioyp. It might be a very good thing; yes, sir. 

The Cuarrman. Are there any further questions ? 

Thank you very much, Mr. Lloyd. 

Mr. Luoyp. Thank you. 

The Cuarrman. Senator Kerr will present the next witness. 

Senator Kerr. Mr. Chairman and members of the committee, the 
next witness is Mr. Johnson D. Hill, Jr., of the Atlas Life Insurance 
Co, of Oklahoma, a great Oklahoma insurance company, and it has 
ben operated for many years by the distinguished father of this wit- 
ness, who was, at one time, speaker of the house of representatives of 
the Oklahoma Legislature, 

I want to say it is a great pleasure to me to have the opportunity 
— Mr. Hill to this committee. 

® is aware of the fact that in a little while I am to introduce a 
member of the Oklahoma Supreme Court over here who is going to 
pay tribute to a former Vice President, Mr. Curtis, with reference 
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to whom they are having a ceremony in honor of him over at the Capi- 
tol, and I pay Sore to leave while your testimony is being given or 
while you are being questioned. 

But I just wanted to say to the committee that there is no one before 
this committee or will be no one before this committee who would be 
more sincere or present his case in a more worthy manner than Mr, 
Hill. 

Senator Caruson. Mr. Chairman, I would like to say that we ip 
Kansas appreciate the great honor being bestowed on a great citizen 
of our State, Mr. Charles Curtis. 

Senator Kerr. You would be amazed as to how little consideration 
that is being given because of the fact that that was in his record, 
[ Laughter. ] 


STATEMENT OF JOHNSON D. HILL, JR., EXECUTIVE VICE PREsi. 
DENT, ATLAS LIFE INSURANCE CO., ACCOMPANIED BY C. & 
MENGE, VICE PRESIDENT AND ACTUARY 


Mr. Huw. Thank you a Senator. ; 

My name is Johnson D. Hill, Jr., I am executive vice president of 
the Atlas Life Insurance Co., of Tulsa, Okla. With me is Mr. C,H. 
Menge, vice president and actuary ofourcompany. =| 

Atlas Life is a stock company, issuing nonparticipating ordinary 
and the usual forms of group and accident and health insurance, as 
well as annuities. We are in our 41st year of business, and as of last 
December 31 we had insurance in force in excess of $291 million, with 
assets amounting to $26.7 million. As life companies generally are 
classified, we would be numbered among the small ones. 

My appearance here today represents quite a departure from the 
custom we have followed for many years. Like most companies of 
our size, Atlas Life traditionally has been represented, in matters per- 
taining to Federal legislation, by the able spokesman for various in- 
dustry organizations of which we are members. The pending ques- 
tion, however, is one on which there is such wide difference of opinion 
among various segments of our business that we felt it was essential 
for us to express our views independently. We appreciate very much 
the opportunity of doing so. 

We are unalterably opposed to House bill 4245 in its present form, 
and, in the absence of any substantial changes in it, we strongly urge 
that the bill be defeated. The members of this committee are familiar 
with the long and involved history of life insurance company tax leg- 
islation, and I shall not go through a recitation of it. Suffice to say, 
the life insurance business has been taxed for the last several years un- 
der a series of so-called stopgap measures. A year ago, when the last 
such measure was enacted, Members of both Houses of Congress were 
outspoken in their statements that it would be the last “temporary” 
tax bill and that a permanent method of taxing life companies must 
be developed. It is almost incredible to think that our business is con- 
fronted with the possibility of having this bill as the permanent basis 
of our Federal taxes in the years ahead. 

Our opposition to the bill is twofold. First, we consider the esti- 
mated tax liability under the bill to be excessive and unrealistic for 
the life insurance companies as a whole and for our own company in 
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jicular. Atlas Life paid Federal income taxes amounting to 
9,251 on 1957 operations. Our tax on 1958 operations would be 
approximately $107,000 under House bill 4245, an increase of almost 
g) percent. I have been told that the tax burden on other companies 
would increase to an even greater degree—more than double in some 


We share the feeling of our industry generally that if the increasing 
cost of government necessitates additional revenues, we are willing to 
doour part. But where is there a precedent for imposing on a single 
industry—in the period of a single year—an overall 70 percent in- 
crease in the tax burden through adjustment of the tax base? For 
that matter, how often—in a proposal of this magnitude—has Con- 

ss been asked to write a tax law which will conform to a revenue 
goal arbitrarily predetermined by the Treasury? Isn’t that a reversal 
of the normal procedure ¢ 

I was most interested in reading in the Congressional Record the 
floor debate on this bill in the House of Representatives. Mr. Curtis 
of Missouri made two observations which I believe are worthy of 
particular note. After commenting on the fact that the Federal 
Government, through the social security program, has entered the 
field of retirement benefits and protection of our people, Mr. Curtis 
said, and I quote: 





Pressures are constantly exerted to push the Federal Government more and 
more into this field. There is no question about it, if by accident or otherwise, 
if in this bill we are taking too much out of this life insurance sector of our 
private economy, we are going to have the needs taken care of through the 
governmental sector. It is that point that has not been considered in the studies 
of the Ways and Means Committee, nor were those considerations studied by 
the Treasury Department. 

At another point in his remarks Mr. Curtis observed that the Ways 
and Means Committee, which drafted the bill, had made no “adequate” 
study, as he termed it, of its economic impact upon the life insurance 
industry. 

It would seem to me, Mr. Chairman and members of the committee, 
that in the preparation of any tax bill involving anticipated yields 
sharply higher than those which might be expected as the result of 
existing taxes on normal business growth, serious consideration should 
be given to a gradual application of the new tax so that the impact 
would be lessened. 

I know this committee is cognizant of the fact that life companies 
bear a heavy tax burden at the State level in the form of premium 
taxes. But I would like to acquaint you with the manner in which 
this situation affects my own company. 

Oklahoma has the highest premium tax of any State in the Union— 
4percent. It is true that companies domiciled in Oklahoma do not pay 
this tax on business written in the State, and it also is true that the 
effective tax rate can be reduced by out-of-State companies which 
maintain favorable ratios of investments in Oklahoma. I would point 
out, however, that more and more States are enacting retaliatory laws 
which tax an Oklahoma company 4 percent of premiums, for example, 
if their own companies are taxed 4 percent in Oklahoma. Of the 
10 States other than Oklahoma in which my company operates, 8 
have such retaliatory laws. 
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Our second and equally important objection to House bill 4245 hag 
to do with the principles involved and our belief that the meagyre 
involves gross inequities. At this point the matter resolves itself into 
a conflict of interests between the mutuals and stock life companies, 
My friends of the mutual companies can and will speak for themselves, 
as they have done very effectively on this issue; 
stock company. 

Whenever the life insurance business is discussed in general, much 
is made of the fact that more than 60 percent of the msurance in forge 
in this country is in mutual companies, the fact that the mutuals have 
three-fourths of the total assets of the industry, and so on. The trend, 
it is said, is more and more toward the mutualization of life companies, 
And it is axiomatic that the big get bigger, although among the 10 
largest life companies in the United States 4 are stock « ‘ompi nies. But 
it is also a fact that the vast majority of life companies are stock 
companies. Geographically, they represent a far greater area of our 
country than do the mutuals. Therefore, if you accept the premise 
that the tax in question is a tax on business—which it is, despite the 
arguments of the mutuals, that it would fall directly on_poliey- 
holders—you must accept the fact that any inequities in allocation 
of the tax liability which favor the mutuals will weight most heavily 
against a majority of the companies in the industry. And that is 
precisely what we believe would occur under this bill. The continuing 
emphasis in its preparation has been to place a greater share of the 
tax burden on stock companies, I would like to trace, briefly, the course 
of this legislation. 

Several weeks ago the Treasury prepared a draft. bill, which in- 
volved a two-phase tax base. The first phase would have assessed a 
tax on investment income, and the second—aimed primarily at stock 
companies—would have applied an additional tax on what we call 
net gain from operations, or underwriting profits. This measure was 
proposed after public hearings were held by the Way and Means 
Committee last fall on the overall life company tax question. No 
hearing were held on the Treasury draft bill. The industry, naturally, 
gave as much thought to this draft as time would permit, because the 
Ways and Means Committee was preparing to start the preparation of 
its own measure. Representatives of stock companies felt that if a 
special tax base applicable principally to stock companies was inevi- 
table, it should be concerned with the distribution of dividends to 
stockholders as a more realistic measure of “profits,” rather than gain 
from operations. This latter type of tax base was suggested in ‘lien 
of the ph 1ase 2 proposed in the Treasury draft. It would not be difficult 
to imagine our consternation upon learning that the Ways and Means 
Committee bill simply added the third phase, instead of substituting 
it for phase 2 of the Treasury draft. 1 would call your attention to 
the fact that all this he uppened in a relatively short period of time. 

Of paramount importance in this matter is the principle involved. 
We are gravely concerned about it. On the question as to whether 
this measure discriminates against stock companies in favor of the 
mutuals, let me tell you that my own company's 1958 tax—if we were 
a mutual—would be approximately $47,000 as compared to the $107,000 
we would pay as a stock company. Any tax bill which embraces 
special levies on stock companies, and whic h permits mutuals to deduet 
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so-called dividends to policyholders, not only places an unfair addi- 
tional burden on stock companies but also gives the mutuals a tre- 
mendous competitive advantage. Quite frankly, we believe such a 
measure would contain the seed of the stock companies’ destruction. 
It might well contain the seed of the mutuals’ destruction as well, 
because once such a principle is established in the law, it would only 
remain for some future Congress to reduce the deductions these com- 
panies could take as a result of their dividends, or perhaps eliminate 
them entirely. 

What would be the alternatives if House bill 4245 fails of passage? 
Much has been said about the 1942 life company tax law, which has 
been inoperative for many years and which would be highly imperfect 
asa permanent statute. As imperfect as it is, however, we would much 
rather be taxed under this law on our 1958 operations than under 
House bill 4245, pending further studies leading to the enactment of 
a fair and equitable permanent law. Another alternative, which was 
suggested during the House debate on the bill, would be to renew for 
1 year the Mills stopgap measure, with an amendment designed to 
adjust the tax formula with respect to certain “specialty” companies 
whose business is largely term insurance and whose taxes on invest- 
ment income, therefore, are very low in proportion to their earnings. 

Finally, I should like to mention a thought which comes to mind 
with increasing frequency. It has to do not only with the matter of 
fair distribution of the tax load between stock and mutual life com- 
panies, but also with the larger issue of taxes on all life companies, 
as compared to the taxes imposed on other types of thrift and savings 
institutions. I refer to the fact that the Constitution guarantees 
“equal protection under the law,” and that applies to corporate en- 
tities as well as human beings. The dollars paid to life insurance com- 
panies by individuals for their own security and the protection of 
their families are taxed far more heavily than the dollars these people 
entrust to banks, savings and loan associations, or any similar deposi- 
tories. The time may well be near when the whole question of these 
inequities should be the subject of adjudication. 

Thank you. 

The Cuarrman. Are there any questions, Senator Kerr ? 

Senator Kerr. Mr. Hill, I notice in your statement you say : 

It would seem to me, Mr. Chairman and members of the committee, that in 
the preparation of any tax bill involving anticipated yields sharply higher than 
those which might be expected as the result of existing taxes on normal business 
growth, serious consideration should be given to a gradual application of the 
new tax so that the impact would be lessened. 

Have you given thought to the preparation of an amendment which, 
if enacted, would achieve that result ? 

Mr. Hitt. Senator, we would be glad to attempt to draft an amend- 
ment. We have not done it. 

What I have in mind is a feature such as, I believe, the Treasury 
itself came forward with last April, to lessen the impact by grading 
the tax of any type which would increase the 

Senator Kerr. The present rate 4 

Mr. Hiri. Would increase the net result, the amount of money 
raised. 

Senator Kerr. I would request that you do prepare something along 
that line and provide it to the committee. 
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Mr. Hiiu. Yes, sir; we will. 
(The information referred to is as follows :) 


ATLAS LIFE INSURANCE Co., 
Tulsa, Okla., March 12, 1959 
Hon. Ropert 8. Kerr, ; 
Senate Office Building, 
Washington, D.C. 


My Dear Senator: At the conclusion of my testimony before the Senate 
Finance Committee on H.R. 4245, the life insurance company tax proposal, you 
requested that I submit suggested amendments in connection with my contention 
that any permanent law which sharply increases the tax burden of life com. 
panies should have provision for a graded application in order to lessen its im. 
mediate impact on the industry. 

As stated in my testimony, we urge that the 1942 tax law be made applicable 
to the 1958 operations of life companies. We recommend that beginning with the 
tax year 1959, the application of phase II of the pending bill be graded over a 
5-year period. This could be accomplished by either of the following methods: 

1. For the 1959 tax year, a credit of an amount equal to 50 percent of the 
taxable income arising under phase I of the pending bill could be allowed against 
the phase II taxable income. Similarly, a 40-percent credit could be allowed for 
the 1960 tax year, with a decrease of 10 percent in each succeeding tax year until 
finally such credits would run out in a 5-year period. This would not, of course, 
reduce the tax yield under phase I of the bill. 

2. AS an alternative, the impact of the tax under phase II could be reduced 
by making this tax effective in 10 percent step increases under a 5-year period 
beginning with 1959 operations. 

I regret that lack of time and access to industrywide statistics prevents me 
from furnishing you an estimate on what effect these suggested changes would 
have on revenue. 

In connection with my belief that the bill, as passed by the House, discrimi- 
nates against stock companies in favor of the mutuals, we urge that the deduction 
allowance under phase II of 10 percent of the increase in reserves on nonpartic 
ipating business be increased to 12 percent. This would be a step toward off- 
setting the advantage the mutuals would have under the present bill through 
the provision for deducting policyholder dividends. 

Mr. Menge and I enjoyed our visit in Washington last week, and we are most 
appreciative of your courtesies and interest in this very important matter. 

With kindest regards, I am 

Very truly yours, 
JOHNSON D, HILL, Jr. 

Senator Kerr. That is all. 

The Cuatrman. Senator Williams? 

Senator Wiii1aMs. Mr. Hill, in your statement you state that your 
own company’s 1958 tax, if you were a mutual, would be approxi- 
mately $47,000 as compared to $107,000 you pay as a stock company. 

Would you furnish for the committee and for the record a break- 
down of how you arrived at that computation ? 

Mr. Hii. We will be glad to do that, sir. I doubt if we are m 
position to at the moment. 

Senator Wru1ams. Will you furnish it for the record ? 

Mr. Him. Yes. 

(The information referred to is as follows :) 


ALL Fieurres Given BeLow Are ESTIMATES, But ARE CoRRECT AS WE UNDERSTAND 
THE Proposed Lire INSURANCE COMPANY TAXATION LEGISLATION AS It APPLIES 
To ATLAS LIFE INSURANCE Co., TULSA, OKLA. 





Taxable investment income (subpart B)---------------------------- $104, 210 
es ne ARO) ails etlin sit et cepubiatiia denim nnonese 135, 192 
i cu ciiipericiniiin pean 239, 402 


Normal and surtax estimate (1958) _..__-.--_---_-__---2- 107, 019 
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On the assumption that Atlas life paid dividends to policyholders of 
$254,000 * the estimated taxable income would be under— 


epeart B.........~----...~-~-~----- —--~--~-------~-----------—-- $104, 210 
fe 8, 167 

I I ee ements aumiedetebacipeeatesh aire 112, 377 
Normal and surtax estimate (1968) .......--_------------..--~------ 47, 317 


The CHAIRMAN, Senator Frear? 

Senator Frear. Mr. Hill, what was the investment income of your 
company for 1958? 

Mr. Hitt. About $1,100,000, Senator. 

Senator Frear. Your operations income? 

Mr. Hix. $252,000. You mean the net gain from operations? 

Senator Frear. Well, I am going to ask you what other income you 
had in addition to those two, so you might give me a total of all of 
them. 

Mr. Huw. Well, the figure shown as net gain from operation is, I 
believe, $309,000. 

Senator Frear. That includes operations and other income, rents 
or what not, anything? 

Senator Frear. $309,000. Sothat makes a total of $1,409,000 ? 

Mr. Mence. Operating income? 

Senator Frear. Total income; total net income. 

Mr. Menor. Are you speaking of the net income as determined on 
the Federal income tax form or in the annual statement? 

Senator Frear. As it would be determined on your Federal income 
tax form / 

Mr. Menor. $850,000. 

Senator Frear. $850,000. 

Then what is the difference between $859,000 and $1,111,000 that you 
designate as investment income ¢ 

Mr. Menor. Those are the deductions that we are permitted to take 
under the law. 

Senator Frear. Then $859,000 is your taxable base? 

Mr. Menace. Yes, sir. 

Senator Frear. In an ordinary company what would be the cor- 
porate tax on $859,000 of taxable profit ? 

re Huw. I presume it would be the 52 percent rate that would 
apply. 

nator Frear. It would be nearly 52 percent anyhow; it would be 

52 percent on $759,000. But you are going to pay a tax, if this bill is 
enacted, as I understand it, of $107,000. 

Mr. Hi. Yes, sir. 

Senator Frear. That is quite a bit less than $425,000 would be; is 
that right, sir ? 

Mr. Hix. It is. 

Senator Frear. But you think that is an inequitable tax ? 

Mr. Hiww. Iam not sure—— 

Senator Frrar. Or an excessive one, whichever one you want to 


call it ? 


Dividends are arrived at by taking in the aggregate— 
3 of 1 percent of the policy terminal reserves.__..........-....-__.-- $97, 940 
10 percent of the year’s cost of mortality assumed in the policies_____ ~~ 90, 660 
Total renewal premium loading less 4% total company expenses.___...... 65, 400 


ee Ce I ins ects ikea eerncinnenareremaidl 254, 000 
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Mr. Hix. I am not sure we are comparing alikes, Senator, 

Quite frankly, sir, we are not prepared to answer questions or to 
discuss with you the details of this tax bill because, frankly, we haye 
not had an opportunity to go into it as much as we would like to, We 
have not had the advantages that some of the other witnesses have 
had who have been working on that thing in connection with the j joint 
committees, and so on. 

Senator Frear. I appreciate that, and I will accept that. 

I guess Mr. Menge has been spending his time on this formula that 
has been produced, and I think it is a pretty good one. 

Mr. Menace. No, you have had me mists aken. 

Senator Frear. You mean you do not deserve that credit ? 

Mr. Mence. No, sir. 

Senator Frear. Thank you for admitting it. Not many people on 
the Hill would make the admission that you have made. 

Mr. Mence. There are two Menges; I am not he. 

Senator Freak. Thank you, Mr. Hill. 

The Cuamman. Senator Gore? 

Senator Gore. Does your company write credit insurance? 

Mr. Hitz. We have a very small volume of group credit life in- 
surance. 

Senator Gore. You s: ay that you are opposed to this bill for two rea- 
sons: Your first reason being that it increases your own tax liability 
by as much as 80 percent in 1 year. 

Now, in the case of specialty companies with very little, if any, in- 
come from investment, but having income from short-term operations, 
which now pay very little, if any, taxes, the tax increase under this 
bill would be not 80 percent but it might be 8,000 percent. 

Do you think a good reason for opposing a bill is that it provides a 
percentage increase of tax liability on certain companies ? 

Mr. Hit. I feel, Senator Gore, that the 8,000 percent impact which 
you suggest might apply to a very, very small segment of our industry, 
whereas the overall ef tke ct on all companies would average out a 70 per- 
cent, and in our own case would be greater than that. 

Senator Gore. I think, so far as I am concerned, the specialty con- 
cerns to which I have referred ought to be taxed as an ordinary cor- 
poration, and required to pay the corporate rate. That is how I 
presently feel about it, but I am open to dither education on the 
subject. 

It occurred to me that it was not valid to oppose a bill which might 
be otherwise equitable merely because it provided a given percentage 
increase. 

That might be an indication that your company had not. previously 
been paying its fair share of taxes. 

Mr. Hix. Well, I suggest, Senator, that an 80-percent increase in 
1 year is a tremendous increase. 

Senator Gore. I agree; I agree it is. But it might indicate that 
the Congress had in the past been remiss in its duty, as well as that 
it might now be levying too heavy a burden. Whichever the case 
might be, the yardstick is whether the pending bill is a fair and 
equitable tax proposal; would you not agree ? 

Mr. Hitt. Are you asking me whether I think it isa fair-— 

Senator Gore. No; I am asking shouldn't that be the yardstick? 
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Mr. Hitz. Indeed it is, and I am sure, Senator, that the bill which 
comes out of this committee will be a fair and equitable bill; we hope 
it will be. 

Senator Gore. I agree with you that this committee will undertake 
sincerely and earnestly to write a fair and equitable bill. I did not 
think it did so last year, but I believe it will this time. 

The CHAIRMAN. Senator Talmadge? 

Senator TatmapGce. No questions. 

The CuarrmMan. Thank you very much, Mr. Hill. 

The committee will adjourn until 10 o’clock tomorrow morning 


promptly. 
(By direction of the chairman, the following is made a part of 
the record : ) 
Home Lire INSURANCE Co, oF NEW YORK, 
Richmond, Va., March 5, 1959. 
Hon. Harry F. Byrp, 
US. Senate, Washington, D.C. 

Deak Senator Byrp: I am writing you regarding H.R. 4245 on taxation of 
life insurance companies. 

Even though I am in the life insurance business, I have felt for some time 
that the companies should receive favorable tax treatment, and probably some 
day this will be done. I do feel, I must write to say, that it looks to me the 
present bill pending is discriminatory between the mutual companies and the 
stock. I do not feel that one should receive favorable tax treatment over the 
other and there should be no difference made in the method of taxation. It 
would seem to me that if you are going to encourage life insurance companies 
to use higher interest rates on policy reserves you would also make it manda- 
tory to do so. Also, I believe that the mutual companies should be allowed 
proper deductions with any deficit that may arise if the operating gains fall © 
short of investment income. And, if I may suggest revising the provisions on 
qualified pension plans so that they receive the same tax treatment as trusteed 
plans do since pensions are becoming a definite part of our economy. This to 
me would seem to be a must on any sort of taxation affecting pension plans. 

Trusting that the few items mentioned above will merit consideration, I 
remain, 

Respectfully yours, 
WILLIAM M. DuDLEY. 


UNION LIFE INSURANCE Co., 
Little Rock, Ark., February 27, 1959. 
Hon. J. WILLIAM FULBRIGHT, 
Senate Office Building, Washington, D.C. 

Deak SENATOR FuLsricgHt: Inasmuch as you are no doubt receiving many 
statements in opposition to the proposed life companies Federal income tax bill 
by other companies, I am taking the liberty of writing you our position on 
this proposed bill. 

We are ready to accept and favor the general pattern of the new three-phase 
approach to the Federal income tax for life companies. We do, however, urge 
that certain changes in the definition of the “deduction rate” used in the bill 
be made, as recommended by the Life Insurance Association of America. With 
this change we feel the bill would be reasonable both in its technical approach 
and in the tax imposed upon life insurance companies. 

In taking this position we are motivated by two main points; first, that the 
tax burden, while great, is the least that the industry will be permitted by 
Congress to bear, and, secondly, that the field of life insurance taxation is 
exceptionally complicated and the Mills committee has dealt with this difficulty 
ina fair and sincere manner to derive a bill with ultimate fairness. 

While the tax impact will vary widely among companies, this should not 
be taken as prima facie proof that it is unsoundly conceived. It is our opinion 
that in the long run the supposed discriminations, hardships and bias will 
prove to be greatly exaggerated or nonexistent in practice. 
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In short, we feel that the time has come to accept the best answer that has 
been put forward for a permanent solution to our tax problem. We are not 
optimistic that any better solution can be brought forth and, therefore, urge 
your support of the bill with the suggested modifications, if possible. 

Thank you very much for your consideration. 

Yours very respectfully, 


J. WyTHE WALKER, President, 


THe MvuTuAL Lire InsuRANCE Co. or New York, 


Little Rock, Ark., March 4, 1959, 
Senator J. WM. FULBRIGHT, 


Senate Office Building, Washington, D.C. 


Dear SENATOR FULBRIGHT: H.R. 4245 imposes a very unfair tax on the say 
of millions of Americans who have their money invested in life insurance. 
The tax legislation does not give full credit for dividends to policyholders, As 
you know, these dividends are actually the return of an overcharge. 

I trust you will look into this bill carefully and amend it so that it will not 
discriminate against the initiative of millions of Americans in their effort to 
provide security for themselves and their families. 

Sincerely, 


STANLEY Fax. 


THE MERCHANTS NATIONAL BANK OF Fort Smita, 


Fort Smith, Ark., March 2, 1959, 
Hon. J. W. FULBRIGHT, 


U.S. Senate Office Building, Washington, D.C. 


Dear SENATOR FULBRIGHT: While in Washington last week to testify before the 
Senate Antitrust Monopoly Committee, I did some work with reference to H.R. 
4245, the new tax bill concerning the life insurance industry, and wanted to write 
and tell you my feelings concerning this bill. 

Bill, while this proposal may be acceptable to some of the large eastern life 
insurance companies, it is very destructive, it seems to me, to the business in our 
State. Under the provision of this proposed bill, the tax load is distributed 
unfairly and in such a way as to seriously prejudice the continued growth of busi- 
ness in States such as Arkansas. The so-called steps 2 and 3 of this proposed tax 
are particularly discriminatory and step 3 seems designed to legislate companies 
out of business, rather than to raise revenue. 

I will certainly appreciate any help that you can give to us in reflecting 
Arkansas’ position on this injurious legislation. 

Again, I would like to thank you, Bill, for the splendid cooperation and help 
which you gave me while in Washington. 

Best personal regards. 

Sincerely, 


C. B. Wuiresine, Vice President. 


Sat Lake Crry, Uran, March 4, 1959. 
Senator Frank E. Moss, 


U.S. Senate, Washington, D. C.: 


As the representative of thousands of policyholders in our area and your home 
area we feel it extremely important on how you vote on H.R. 4245. If this bill 
passes it appears that the tax will be about 5 times as great as on other forms 
of savings which is obviously unfair. 

JAMES L, NEVILLE, 
President, Salt Lake Association of Life Underwriters. 


Sact LAKE Ciry, Uran, March 5, 1959. 
Senator Frank E. Moss, 
U.S. Senator from Utah, 
Washington, D.C.: 


We are most concerned that the bill H.R. 4245 does not give full credit of divi 
dends to policyholders as a return of premium which is what they are. This is 
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a matter of concern to the thousands of policyholders in Utah. Our association, 
the agents, and the thousands of policyholders of Utah hope that you will support 
our stand by amending this bill. 
JAMES L. NEVILLE, 
President, Salt Lake Association of Life Underwriters. 


JoHN Hancock Mutvuatr Lire INSURANCE Co., 
Richmond, Va., March 5, 1959. 
Hon. Harry F. Byrp, 
[.8. Senate, Washington, D.C. 

Deak SENATOR Byrp: The proposed method of taxing the income of life in- 
surance companies is in effect an additional tax on the savings of millions of 
farsighted and thrifty Americans. Inflation is unquestionably the greatest 
present threat to our economy. It is eating away values and taking us along 
a very dangerous course. Life insurance is anti-inflationary. In fact, the in- 
stitution of life insurance is one of the strongest forces working against inflation. 
To levy an additional tax on the companies is to further tax the public and to 
discourage savings which might help in the effort to retard the inflationary 

iral. 

Sen and your fellow Senator from Virginia have through your efforts, saved 
the country millions of dollars. You are, I am sure, cognizant of the fact 
that proposed new method of taxing the income of life insurance companies 
could have a very bad effect upon the efforts of millions to save and invest 
through life insurance. You are again called upon to oppose legislation which 
js not good for the public and which is unfair to particular companies. It is 
admitted that a revised method of levying an income tax upon life insurance 
companies is needed, but let’s not have it in the form and to the extent now 


Respectfully yours, 
WILLIAM R. GARDNER. 


STATEMENT OF ORVILLE F.. GRAHAME, VICE PRESIDENT AND GENERAL COUNSEL OF 
THE Paut ReEveERE LIFE INSURANCE CO. OF WORCESTER, MASS. 


We heard the testimony given before the Senate Finance Committee on the 
$4, 4th, and 5th of March, 1959, and wish to support the testimony of witnesses 
to the effect that H.R. 4245 places a very heavy burden on thrift and as com- 
pared to the burden placed on other forms of savings. 

We also wish to support the suggestions made relative to tax-free interest 
and the dividends received credit and the use of the individual company’s own 
earned interest rate for the determination of the reserve deduction. We also 
support the general pattern of H.R. 4245 in its attempt to keep a competitive 
equality between stock and mutual companies. There are, however, two points 
which from our experience we believe deserve special consideration, and we 
feel that we are asked to pay more than our share of the total tax. 


TRANSITION PERIOD 


We have seen figures which indicate that the consequences of this bill do 
not have uniform application on all companies as compared to the stopgap law 
which has been in effect. A few companies may get a tax reduction while 
others have no substantial change. Overall the increase is approximately 
seventy percent but for this company the tax is quadrupled. On the basis of 
1%7 figures our individual company tax was $349,900 and under the stopgap 
law would be $431,000 for 1958. On the basis of H.R. 4245 we anticipate our 
tax would be increased to $1,356,800 with $1,024,600 coming from phase one 
and $332,200 from phase two. Total dividends to stockholders for 1958 were 
$552,000. On the basis of the 1942 law our 1957 tax would have been $594,000 
and for 1958 would be $731,000. While the annual statement for 1958 would 
show for this company an underwriting profit of $1,500,000 we contend these 
figures because of long-term commitments are subject to misinterpretation. 
This will be discussed further in the second part of this statement. 

This company writes ordinary individual and group life insurance and long- 
term individual disability contracts and has little so-called credit insurance in 
force. Premium rates as in all companies are calculated on expense loadings 
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determined with considerable regard for the tax situation and particularly with 
the year 1958 closed we do not feel that H.R. 4245 should be fully effective withog 
a transition period. Stock values of small investors may be needlessly disturbed 
by radical changes in the tax formula. 
We have suggested to our Massachusetts Senators an alternative of twice the 
stopgap law or the 1942 law as a maximum with H.R. 4245 otherwise applying, 
A practical alternative as a transition period which we could support wag gyp. 
gested in the testimony of Russell H. Matthias, speaking for the State Farm Life 
Insurance Co., of Bloomington, Ill. He suggested a formula which limits the 
combined tax from phases 1 and 2 only of H.R. 4245 to a maximum of either 
(1) a percentage of the tax under the stopgap formula in effect prior to 1958, o 
(2) a percentage of the tax under H.R. 4245, whichever is the larger. The maxi. 
mums he suggested as appropriate are: 
For 1958, 175 percent of stopgap or 50 percent of H.R. 4245, whichever jg 


larger ; 

For 1959, 200 percent of stopgap or 60 percent of H.R. 4245, whichever js 
larger ; 

For 1960, 225 percent of stopgap or 70 percent of H.R. 4245, whicever jg 
larger ; 


For 1961, 250 percent of stopgap or 80 percent of H.R. 4245, whichever jg 
larger ; 
For 1962, 275 percent of stopgap or 90 percent of H.R. 4245, whichever js 
larger. 
Note that the foregoing limitation would not apply to phase 3. 

We call attention again to the statement in a letter by Mr. Robert B. Anderson, 
Secretary of the Treasury, to Chairman Mills, of the House Ways and Means 
Committee, dated April 10, 1958, when he said that provision should be madea 
gradual transition to the new method over a 3- to 5-year period. “During this 
transition, the tax would be computed as a weighted average of the tax under the 
new method and the tax under the present stopgap method, with gradually 
increasing weight to the new method.” 

We sincerely urge some form of transition formula which would permit a con- 
pany to adjust its tax picture to the new and much increased tax obligations. 
A quadrupled increase in the tax for 1958 over 1957 is a very harsh result, 
particularly when it comes after the tax year has closed. 


NONPARTICIPATING LIFE AND LONG-TERM DISABILITY CREDIT 


A very necessary provision in a Federal income tax law is a provision so that 
nonparticipating companies will have a cushion similar to that possessed by the 
mutual companies through their right to adjust premiums by dividends which 
they can do by reason of the overcharge portion in their premium. This is par- 
ticularly true where there is a longrun commitment on personal disability insur- 
ance. A disability reserve is necessary for a level premium but may not build up 
in the same degree as in life insurance where death or maturity is certain, but the 
hazards of such disability insurance from the longrun viewpoint are as great 
or greater. We know that most life companies had to cease writing permanent 
and total disability insurance during the depression and several important com- 
panies became insolvent. A substantial surplus for policyholders is necessary 
and it is more important to have it available for use than it is if charged asa 
liability on any formal reserve basis. 

A policy paying $100 a week benefits means that the policy can pay $5,200 
a year. If such a claim runs 20 years the total payments are $104,000. Needless 
to say, a large surplus is necessary to carry such insurance, where the benefit 
period or when the insurance term is long such as to age 65 or for life and where 
the policy is guaranteed continuable at insured’s option and especially under a 
guaranteed premium, as in our case. In this situation the 25 percent of reserves 
or 60 percent of premiums is barely adequate as a maximum in phase 3 and the 
10 percent of reserves which can be used in phase 2 for nonparticipating insur 
ance may not be sufficient protection. The surplus of companies writing long- 
term disability insurance was indeed adversely affected during the period 1930-40. 

We wish to support the suggestion in the statement by Mr. John T. Acree, 
Jr., president of the Lincoln Income Life Insurance Co., of Louisville, Ky., that 
there should be an alternative to the allowance of 10 percent increase in non- 
participating reserves, which would be 5 percent of premiums on nonparticipating 
contracts of a duration of 5 years or more. If this provision is not allowed and 
if the maximum permitted is not adequate the Congress will be taking a grave 
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responsibility in discouraging sufficient means to cover long-term disability 
needs of the enterprising citizen. This suggestion was also supported in the 
¢atement to your committee filed by Mr. Jarvis Farley of Massachusetts Indem- 
sity & Life Insurance Co., of Boston. wr 

It should be noted that the maximum limitation on policyholder surplus 
in phase 3 is now in the alternative, one limit being based on reserves and 
the other on premiums. The suggestion for an alternative nonparticipating 

mium credit, especially for long-term disability protection, would fit the 
game alternative pattern. 

It is believed to be a reasonable supposition that substantially less than the 
@ percent of underwriting gain should be considered as profit under phase 
9on long-term disability contracts, with phase 3 including the maximum limita- 
tion of 25 percent of reserves or 60 percent of premiums correcting any error 
in such supposition. 

As has often been said the annual statement of a life insurance company was 
not designed to show profit or loss. Much emphasis has been made on the 
reserve factor which follows from the requirements of a level premium. To 
have an adequate surplus for a hazardous business is one of the necessities 
of this business and the creation of this surplus should not be considered a net 
operating gain in the sense of other business corporations. 

You can appreciate that we do not think our taxes should increase in 1 
year from $349,900 to $1,356,800. We therefore believe that there should be 
a transition period and because of long-term commitments there should be an 
alternative annual premium credit for nonparticipating insurance, especially 
for long-term disability contracts which are not only hazardous but still con- 
siderably experimental. 

Several of our largest competitors in the long-term disability field are the 
largest mutual life companies, which can rely on the dividend cushion and 
other premium adjustments. One such company testified at the recent hear- 
ings that its tax for 1958 would be about $68 million. This represented with- 
out amendments 12.477 percent of the total tax. Such company according to 
“Rest’s Life Insurance Reports” had in 1957 13.739 percent of the assets and 
14.208 percent of the life insurance in force. 

We support that company’s claim that this tax is too heavy a charge on 
thrift. We think that is especialy true in our case. We compute our tax 
liability for 1958 under H.R. 4245 as constituting 0.249 percent of the total tax 
on all life companies but we had only (at the end of 1957) 0.141 percent ($648,- 
191,000) of the total life insurance in force ($458,359 million) and 0.138 percent 
($139,355,000) of the total assets in all companies ($101,309 million). While 
we recognize that some disparity will result we would like some reasonable 
period of time to study this result and, if inevitable, to adjust to it. 


MIDLAND EMPIRE LIFE INSURANCE Co. 
Atchison, Kans., March 10, 1959. 
Hon. Harry F. Byrop, 
Senate Office Building, Washington, D.C. 

Dear Senator Byrp: Five years ago, my associates and I started a project 
which has been a lifelong ambition, i.e., the formation of a new life insurance 
company. In the intervening years, we have devoted most of our waking hours 
to build this company. Frankly, to date, our success has been very modest, 
principally because the giants of the industry have been willing and able to sub- 
sidize their new agents far beyond any possible return which the agents could 
develop in the present and immediate future. They have been able to do this 
because of their dominant position and almost unlimited assets. In addition, 
of course, their reputation and national advertising have presented formidable 
barriers. We have been able to continue in the field only because our company 
Writes a substantial amount of credit and other term insurance, and have been 
Willing to utilize the earnings from this field to build our ordinary life operations. 

Accordingly, we earnestly feel that we must most respectfully call your at- 
tention to the features proposed in bill H.R. 4245 which is presently before your 
committee. This bill has been worded in a most discriminatory fashion to 
tliminate those of us who are still trying to compete with the few major in- 
surance companies, although we are willing to invest our savings and our ac- 
crued earnings in this most one-sided battle. 

The Treasury Department itself has stated that the objectives of a new for- 
mula for taxation of life insurance companies should be one that should not 
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discriminate against any particular type of company and which will give fair 
treatment to all. There has been a great deal of discussion about helping 
business and certainly here is a good place to actually do something to hej} 

Only the minority of companies writing predominantly term insurance will 
be heavily taxed by step 2 which is based on underwriting profit. The 
companies will, of course, have a decided competitive advantage since their 
asset position produces sufficiently large investment income to shelter 
underwriting gains. This means that we small companies will either go oy 
of business or must purchase a life insurance company which has sufficient net 
investment income to provide an umbrella so to speak, under which their under. 
writing gain can be protected. This will be next to impossible for most of us. 

Step 3 was added to the new tax proposal and is purely theoretical in its 
application to all except the small companies writing predominantly credit life 
or term insurance. This step applies the full corporate rate to the balance of 
underwriting profit as it is used for dividend purposes. This is a vicious new 
departure in taxation, as in effect it taxes distribution of income, and, if allowed 
to remain in the act, will merely invite more destructive tax measures on all 
types of corporations. 

There is no logical reason to discriminate against and treat the so-called 
specialty companies differently with respect to lines of business which have 
traditionally been regarded as life insurance business and certainly have served, 
and will continue to serve, a most important public service. 

We earnestly solicit your consideration to influence opposition in votes against 
step 2 and particularly step 3 of the new tax proposal, H.R. 4245. 

Sincerely, 
G. E. Warnscorrt, 
President. 
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THe Hotm AGENCY, 
Providence, R.I., March 4, 1959. 
fon. Joun O. Pastore, 
senate Office Building, Washington, D.C. 


Deak SENATOR PasToRE: I am writing you concerning bill H.R. 4245 which 
refers to Federal taxation of life insurance companies. Although I am vitally 
jpterested in the welfare of the life insurance industry, to which I have devoted 
the entire 31 years of my business life, I would like to make it clear at the out- 
set that I am writing you on behalf of first, the thousands of policyholders in 
the State of Rhode Island, and in particular, on behalf of the many thousands 
of Connecticut Mutual policyholders in this State. One of the satisfying factors 
in my long experience in this business, has resulted from the service phase of 
life insurance, the good that it has done and will do for millions of American 

ilies. 

— you are aware, the Senate Finance Committee is holding a hearing on this 
pill on Tuesday, March 3, 1959. I am sure that the facts of the picture which 
will unfold at this hearing will be easily accessible to you. I have complete 
confidence in your desire to support or oppose legislation based only on your 
measured and studied opinions. Since this legislation is of utmost importance to 
niilions of American families, I am certain that you will thoroughly explore the 
facts in this case. I am hopeful that your study of this matter will give you 
the details which will substantiate the statements I am about to make concern- 
ing this bill and the Federal taxation of life insurance companies. 

I consider this legislation burdensome and unjustified for the following 
reasons : 

(1) It is direct taxation on the savings of American life insurance policy- 
holders and beneficiaries. In effect, it taxes policyholders on the amount de- 
fned as taxable net income at the corporate rate of 52 percent. If the Federal 
Government accessed the net income defined by the law to individual policy- 
holders, the total income tax they would pay, at individual rates, would be ap- 
proximately only one-third the amount the Government seeks to collect through 
this legislation. It is therefore a tax at an excessive rate on the ordinary 
citizen, who already suffers most from both heavy taxes and inflation 

(2) It is an established fact that life insurance is already taxed about three 
times as heavily as other forms of savings. This proposed legislation would sub- 
stantially add to the excessive discrimination. Neither mutual savings banks, 
savings and loan associations, or cooperatives pay a comparable tax. 

(3) Amazingly enough, this tax falls with greatest severity upon companies 
which have taken extra precautions for the safety of their policyholders. I refer 
to the companies which compute their reserves at conservative rates of interest 
since they would be required, under this bill, to pay a higher rate of tax on their 
investment income than those companies which have based their reserves upon 
less conservative rates. 

(4) This legislation would discourage the efforts of individuals to provide for 
the security of their own families thereby impairing the effectivenss of life in- 
surance as a force for economic stability. In the unselfish opinion of qualified 
men, it is in the national interest that people of this country be encouraged to 
provide for their own future welfare through savings and life insurance which 
will help to stem the tide of increasing dependence upon the public treasuries. 

(5) Never has a business or institution been asked to assume such a tremen- 
dous increase in Federal taxes at one time. This bill provides for what amounts 
toa 70 percent overall increase in a single year, and an 86 percent increase to 
the policyholders and beneficiaries of my company because we have done one 
of the most outstanding jobs in the history of the business from an investment 
and savings in mortality standpoint. In my opinion, these percentage figures in- 
dicate justifiably how excessive this Federal tax would be. In mutual life insur- 
ance companies, the weight of all taxes falls directly on the policyholders and 
beneficiaries. This statement has been made above, but bears repetition. 

(6) The life insurance industry does not only expect to, but wishes to pay its 
fair share of the burden of operating the American Government today, particu- 
larly so in view of the additional costs involved in the cold war. However, no 
single industry should be made to pay a predetermined amount of tax simply be- 
cause of a government’s immediate need for revenue. Even before hearings were 
held by the House Ways and Means Committee it was assumed, in preparing the 
Federal budget, that life insurance taxes would produce about $500 million of 
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revenue for 1958. Even that amount would be excessive compared to the taxa. 
tion of other forms of savings and thrift, but when it is compared to the est. 
mated revenue from H.R. 4245 of $845 million, it is further indication of the ex. 
cessiveness of this tax legislation. 

What to do about this, Senator? It appears that in order to raise the amount 
of revenue from life insurance companies, it will be necessary for Congresg to 
pass this bill in some form. However, in order to have it written in some way 
approaching an equitable form, it would appear that it should be amended. jf 
you feel that these facts I have brought forth are sound, and I can assure you 
they can be substantiated, I will appreciate your devoting your efforts and ener. 
gies to having this bill amended. 

I have always felt that the pluralities which you have developed in recent 
election years have indicated the people’s confidence in you on a purely nonparti. 
san basis. As a result, I am confident you will do everything within your power 
to effect the amending of bill H.R. 4245. 

I apologize for writing you at such length. On the other hand, I know of no 
briefer way of dealing with what is admittedly a very complex and a very im. 
portant problem. To repeat briefly, it is my hope that you will agree with the 
viewpoints expressed above and that you will work toward a fair mitigation of 
this proposed tax burden. 

Sincerely yours, 
W.K. R. Hom, Jr., General Agent. 


(Whereupon, at 4:50 p.m., the committee adjourned to reconvene 
at 10 a.m., Thursday, March 5, 1959.) 
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TAX FORMULA FOR LIFE INSURANCE COMPANIES 


THURSDAY, MARCH 5, 1959 


U.S. Senate, 
COMMITTEE ON FINANCE, 
Washington, D.C. 

The committee met, pursuant to recess, at 10:10 a. m., in room 
9991, New Senate Office Building, Senator Harry Flood Byrd (chair- 
man) presiding. 

Present : Senators Byrd, Kerr, Long, Smathers, oem Douglas, 
Gore, Talmadge, McCarthy, Hartke, Williams, ( ‘arlson, Bennett, 
Butler, and Curtis. 

Also present : Senator Thomas J. Dodd. 

Elizabeth B. Springer, chief clerk; L. N. Woodworth, economist, 
Joint Committee on Internal Revenue Taxation. 

The CuatrrMAn. The meeting will come to order. 

Senator Dodd will present the first witness. 

Senator Dopp. Thank you, Mr. Chairman. I appreciate the oppor- 
tunity to do so. 

Although I am not a member of the Senate Finance Committee, I 
asked for the privilege of introducing to the committee a distin- 
guished citizen of my State, Henry S. Beers, the president of the 
Aetna Life Insurance Co., of Hartford, Conn. 

I have known and respected Mr. Beers for many years. He is 
recognized and respected throughout the country for his adminis- 
trative ability, his thorough understanding of complex public issues, 
and his important service to countless civil and charitable causes. 
Above all, he is respected for his fairness, his objectivity, ond his 
sense of public responsibility. 

Long before he was elevated to the presidency of the Aetna Life 
and affiliated companies, Henry Beers was regarded throughout the 
insurance world as one of its most brilliant actuaries. His pioneer 
work in developing the field of group insurance has helped to make 
it possible for millions of Americans to enjoy the benefits of life, 
accident, and hospitalization insurance at low group rates which 
would be otherwise unavailable. 

His contributions to the business world have gone hand in hand 
with numerous contributions to the field of public affairs. He is an 
architect of the unemployment compensation program in the State 
of Connecticut, which is one of the finest in the Nation. 

Despite heavy burdens placed on him as the head of a vast world- 
wide business organization, and despite the additional duties which 
he has assumed on a variety of civic and business committees, his 
deeply ingrained sense of public duty impelled him to run for local 
pac office in his hometown of Gl: astonbury, Conn., where he serves 
istownspeople on the board of finance. 
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Those of us who have heard him testify at previous hearings knoy 
he does not come here merely as a representative of a business inter. 
est. He will bring to this hearing, as always, his devotion to the 
public interest. This, added to his vast knowledge of the field of 
insurance taxation, gives a special weight to what he has to say, 

The committee and the country can learn a great deal from Mr 
Henry Beers, and I consider it a great honor to come here with 
him today and to present him to the members of this distinguished 
committee, and I am indeed grateful to you, Mr. Chairman, and to 
the members of the committee, in allowing me to present Mr. Beers, 

The Cuarmman. Senator Dodd, it is always a pleasure to have you 
before this committee. 

Mr. Beers. 


STATEMENT OF HENRY S. BEERS, PRESIDENT, AETNA LIFE 
INSURANCE CO., HARTFORD, CONN. 


Mr. Beers. Mr. Chairman, I am very grateful to Senator Dodd for 
his good words. After my appearance here is over, I will admit 
that he has been too kind and too complimentary. 

As Senator Dodd has said, I am the aaaiiens of Aetna Life In- 
surance Co., Hartford, Conn., a stock life insurance come . Ow 
company also operates a participating department. Under our 
charter, our stockholders are not entitled to any part of the profits 
of the participating department. Our company’s business is divided 
about 63 percent in the stock department and 37 percent in the partici- 
pating department, if you take the proportionate assets of the two 
departments as an indication of relative size. 

As far as the application of H.R. 4245 goes, our company partakes 
of some of the characteristics of both stock and mutual companies. 
Like most stock companies, we would, under present business condi- 
tions have to pay a substantial amount of tax under phase 2 of the 
bill, Like most mutual vompanies, we would usually get no reduction 
in our phase 1 tax in years in which operating gains under phase 2 
are less than taxable investment income under phase 1, even sub 
stantially less. 

I am talking here about what has been referred to as the negatives, 

The reason for this is that our company is paying to participating 
policyholders a substantial amount of dividends and to certain classes 
of nonparticipating policyholders a substantial amount of what the 
bill calls “similar distributions to policyholders in their capacity as 
such.” 

The foregoing will indicate the general nature of my personal in- 
terest, and my company’s interest, in some of the controversial issues. 

In November of 1958, I appeared before the Ways and Means Sub- 
committee to present a plan of taxation developed by a committee of 
insurance people which had been studying the so-called “investment 
income” type of tax bill. Our plan, which was then known as the 
Menge plan, had two phases and, so far as general pattern went, 
was somewhat the same as a combination of phases 1 and 3 of the 
present bill. The interposition of phase 2 increases the revenue con- 
siderably, and changes the philosophic basis of the plan somewhat. 
Nevertheless, I favor the general pattern of H.R. 4245, although I 
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join with those other witnesses who have and will urge strongly that 
this bill constitutes an extraordinarily burdensome increase in taxes. 
In this I concur with the statement of my home district’s Congress- 
man, Honorable E. Q. Daddario, made on the floor of the House 
during the debate on the bill. I stress the fact that this bill would 
raise much more revenue even than the apparent goal of the Treas- 

, of $500 million. To correct this, several specific factors in the 
bill should be changed, but its general pattern can be maintained, It 
is probably the pattern most acceptable to the largest number of life 
insurance companies as a reasonably equitable method of taxation 
in raising revenue of the aggregate amount contemplated. == 

At this point I would like to interpolate a seemingly trivial but 
actually serious question. The insurance business has had the im- 

ion that the goal was $500 million. All think that much too— 
figh, some very much too high, but budget needs, plus our failure 
to explain our business clearly to the public and to Congress, put 
us in the position where, I guess, we had best swallow the bad news 
and try to like it. 3 

But here is my question : 

If the goal is the budget amount of $500 million, does that not apply 
to fiscal 1960? If that is correct, the law you pass ought to have only 
about $450 or $460 million as a goal for our 1958 tax, which is the 
amount for fiscal 1959, from the standpoint of the budget. 

The bill before you would raise about $558 million for fiscal 1959, 
about $600 million for fiscal 1960. 

My own ultimate acceptance of the general pattern of H.R. 4245 is 
not due merely to the practical consideration that some adjustments in 
specific factors can make the tax yield come out at about the right 
amount. I am impressed, and pretty well convinced, by the phi- 
losophy of the three-phase approach as explained in the House Ways 
and Means Committee report. 

If you didn’t take the special nature of life insurance into account, 
you would wonder why some amounts should be put into the so-called 
policyholders surplus account in phase 3, instead of being taxed right 
away in phase 2. This policyholders’ surplus account is necessary for 
the reasons stated in the Ways and Means report; namely, that the 
long-term nature of life insurance policies makes it impossible to de- 
termine with certainty what a life insurance company’s annual profits 
are. What this means to me is that what may look like stockholders’ 
og today may be needed tomorrow to pay policyholders’ claims. 

am not talking imaginative theory. 

_ [have seen my own company’s apparently ample surplus disappear 
in the depression of the early 1930’s. I have watched millions of sup- 
posed surplus go into unforeseen permanent-total disability losses, 
into reserve increases needed to compensate for investment yields fall- 
ing to levels previously considered impossibly low, into increased an- 
huity reserves to compensate for the ever-increasing longevity of 
Pensioners. I came into the life insurance business just after the 
terrible death rates of the 1917-18 influenza epidemic. 

The long-term protection of policyholders and their beneficiaries 
must be the first consideration in the financial management of any life 
Msurance company, stock or mutual. The provisions of phase 2 and 
the policyholders’ surplus account in phase 3 of the bill allow a stock 
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company to build up, before taxes, funds for this long-term protectiog 
of policyholders and their beneficiaries; at the same time, it protects 
the Treasury against these funds being converted into dividends to 
stockholders except after payment of appropriate income taxes, 

The proper purpose of phase 3 of the bill is to see that no untaxed 
profits go to stockholders. The proper purpose of phase 2 is to per. 
mit and encourage the building up, before taxes, of appropriate fun 
in addition to actuarial reserves, for the long-term protection of g 
company’s ability to make good on its policies’ promises. 

I should add that, if stock companies were required to build up these 
funds after taxes, they would be put at a completely unfair competi. 
tive disadvantage compared with mutual companies. The latter, with 
their higher premium rates and their available recourse in time of 
trouble to reducing policyholders’ dividends, need carry less surplus 
for long-term protection of policyholders. 

To summarize, I believe that the total net income of stock life insur. 
ance companies can be safely taxed through the use of the pattern of 
phases 2 and 3 of the bill. 

When I say “safely,” I mean safely from the standpoint of the 
companies, for this is the first total net income tax formula I have 
seen that permits a stock company to remain financially sound in the 
face of the competition of the mutual companies; and I mean safely 
from the standpoint of the Treasury, for the plan can protect the 
Treasury against profits being passed out to stockholders free of tax, 

The foregoing also are my reasons for supporting the specific pro- 
vision of phase 2 for taxing half of the excess of operating gain over 
taxable investment income; the balance to go to “policyholders’ surplus 
fund” in phase 3 for taxation if ever converted into stockholdery 
dividends. 

They are also my reasons for supporting the deduction in phase? 
of 2 percent of group premiums and 10 percent of reserve increases 
for nonparticipating life insurance, because, in the words of Mr. Mills 
presentation to the House of Representatives— 


the stock companies selling nonparticipating policies do not have this leeway— 
that the mutual companies have— 


and consequently the bill permits this 10-percent buildup as a contingency fund 
for this business out of taxable income. 

Also of importance to stock companies is a contingency reserve allowed under 
the bill equal to 2 percent of the premiums on group insurance business. 

Obviously, I am discussing this bill backward, first phase 3, then 
phase 2. Now I come to phase 1, where there is an important specific 
factor that needs attention. 

The bill uses an artificial mean earnings rate in phase 1 for the 
determination of the investment income reserve deduction. I do not 
find the explanation of this in the House Ways and Means Com- 
mittee report convincing. The use of an average industry rate is 
reminiscent of one of the most criticized features, sometimes called 
the “global” feature, of past legislation. This mean earnings rate 
seems to have been a device to increase the tax yield—and it increased 
the yield beyond the goal. It is contrary to the correct philosophy 
underlying the adjusted reserve method. The individual companys 
own earned rate should be used, as called for by the original Sa 





ection 
Otects 
ids to 


taxed 
0 per- 
Funds, 
1 of a 


) these 
npeti- 
, With 


TAX FORMULA FOR LIFE INSURANCE COMPANIES 251 


gsophic basis of the adjusted reserve method, to put companies on 
the same tax basis if their reserve assumptions differ but they are 
alike in all other respects. At the House Ways and Means hearings 
I gave an example of how it worked, which interested them, but which 
would take 5 minutes to read, so I will omit it at this time. 

Senator Kerr. Do you want to put it in the record in addition to 
our statement ¢ 

Mr. Beers. I would like to, sir. 

The CuarrMAN. Without objection, it will be inserted. 

(The example referred to by Mr. Beers is as follows :) 


This proposal of the industry subcommittee contains two new features. The 
first of these is a new method of computing the policy and other contract liability 
deduction, which for lack of a better name I would like to refer to as the “ad- 
justed reserve method.” There is no averaging of interest earnings among com- 
panies. The new method for determining the taxable net investment income 
involves making a computation of the amount of reserve interest credit which 
would be needed to maintain the reserves of each particular company revalued 
on the basis of the company’s interest rate actually earned in the taxable year. 
When this amount has been determined, it is deducted from the total net in- 
yestment income of the company. This policy and other contract liability de- 
duction recognizes the policyholders’ interest in that portion of the net invest- 
ment income of the company which is set aside in policy and other contract 
reserves, a principle which had been embraced in the Federal laws on the tax- 
ation of life insurance companies since 1921. It is only the method of computing 
the policy and other contract liability deduction which is new. Probably this 
formula is clear to all of yor, but I have worked out a numerical example of its 
operation and it will take me only a few minutes to present it to you. 

Consider two companies alike in all respects except that one carries actuarial 
reserves based on a 3 percent interest assumption; the other carries actuarial 
reserves based on a 244 percent interest assumption. Suppose that the 3 percent 
assumption results in aggregate reserves of $95 million while the 2% percent 
assumption results in aggregate reserves of $100 million. For the sake of this 
example, we may assume if we wish, although it is not necessary, that the two 
companies have exactly the same kinds of life insurance policies on their books 
and exactly the same amounts of each kind of policy at each age; also that each 
company owns the same kinds of investments as the other and exactly the 
same amount of each kind. 

You will notice that in setting up the figures in this example I have supposed 
the aggregate reserves to differ by 5 percent ($95 million in one case and $100 
million in the other) because the interest assumption was 3 percent in the first 
case and 214 percent in the other. I did this on the basis of a recognized 
approximation, or rule of thumb, that actuaries have observed to be nearly exact 
in many different cases; on the average the dollar aggregate of reserves will be 
changed 1 percent for each one-tenth of 1 percent change in the interest assump- 
tion (or 10 percent for each 1 percent). 

It is suggested that the income tax law use this rule of thumb because it will 
do reasonable justice, and rigorously accurate mathematical recomputation 
would not change the tax enough to justify the time and expense of a recompu- 
tation. 

Suppose then that each of my hypothetical companies has $120 million of assets 
invested in mortgages and corporate bonds yielding $3,900,000 of interest per 
year. A quick division shows that the rate of interest yield is3%4 percent. Our 
question is how much interest we should consider that each company has earned 
on its actuarial reserves. Remember that our two companies are alike in every 
respect except for a difference in actuarial judgment. One company was more 
conservative in fixing its reserve standard at 244 percent compared with 3 percent 
while the other company set up $5 million less reserves and consequently holds 
$ million more surplus. The new approach solves this problem of equivalent 
fax treatment by requiring that the reserves be recalculated by the rule of thumb 
to the reserve level resulting from the use of each company’s actual rate of 
interest earning, namely, in our example, 34% percent. This makes each com- 
pany’s recomputed reserve come out at about $92,500,000—that is 214 percent less 
than one, 714 percent less than the other—and in each case the interest earned on 
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reserves would be considered to be 3% percent of this $92,500,000, which comes 
to very nearly $3 million. The taxable interest would therefore be $900,000, 

Mr. Brers. Instead of using only the earned rate of the taxable year 
it is probably better, and still equitable, although presently more 
expensive to us, to use the 5-year average based on the individual 
company’s earnings of the taxable year and the 4 preceding years, 
I am speaking of the same 5-year average amendment others haye 
proposed. Let me give you the most accurate figures I find for the 
effect of this amendment. This change will reduce the mutual com- 
panies’ tax by $39,500,000 in phase 1, increase it by $2,100,000 in phase 
2, we think, a net reduction of $37,400,000 for mutual companies, 

The change will reduce the stock companies’ tax by $13,200,000 in 
phase 1, increase it by half that amount, namely, by $6,600,000 in 
phase 2, a net reduction of $6,600,000. 

This changes the stock companies’ share of the total tax from 30% 
percent of the total revenue to 32 percent. 

That is up from about 25 percent under last year’s stopgap legisla- 
tion. 

It is obvious that this new legislation is going to make a material 
difference in the present competitive balance between stock and mutual 
companies. I will be so immodest as to ask some credit for waiving 
my objections to this. 

This change will not reduce the aggregate yield of H.R. 4245 enough 
to bring it down to the goal. A $558 million estimate for the bill, less 
$44 million, which is the sum of the reduction I have talked about so 
far, leaves $514 million as the probable yield after that one amend- 
ment. 

The goal is either $500 million here; or it is $500 million for fiscal 
1960, in which case the goal is $450 million or $460 million here, 

Consequently, several other factor changes can be considered. Sev- 
eral have been and will be presented to you in the course of these hear- 
ings. I would like to express a belief in the special propriety of two 
of them. I myself would be inclined to change the treatment of tax- 
exempt interest to make it completely tax-exempt. 

By that I mean that if our company were faced with a choice be- 
tween keeping somewhat larger cash balances uninvested or buying 
a few tax-exempt bonds, our income tax ought to be exactly the same 
whichever choice we decided upon. 

It has been estimated by an assistant of mine that under the present 
bill my company would pay a tax of about 2714 percent of the interest 
we receive on any tax-exempt bonds we were to buy in this example. 
This does not seem to me to constitute true tax exemption. 

The other specific factor I mention is somewhat similar, namely, the 
treatment of the 85 percent dividends-received deduction. 

We estimate that in the kind of example I just mentioned to you 
we would pay a tax of about 30 percent on any dividends we receive 
on stocks bought with money we might otherwise have left uninvested. 
If we really got an 85-percent credit and paid tax on 15 percent of the 
dividends, the tax would be nearer 8 percent than 30 percent. 

I would like to mention one other feature of the bill, one of which 
I approve, namely, the treatment of reserves for qualified pension 
plans. I understand that these provisions of the bill need some 
technical corrections. Except for that, I strongly endorse these pro- 
visions in the bill. 
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The gradual elimination over the next 3 years of the existing dis- 
crimination against insured pension plans is fully justified. It will 
help equate the treatment of smaller employers presently at a disad- 
vantage as compared with large employers, as pointed out in the House 
Ways and Means Committee report, and it will give fairer treatment 
to all employers and insurance companies who enter into insurance 
annuity contracts to provide qualified pension plans. 

May I add one short final paragraph. 

In these hearings the keen, deep differences of opinion among the 
different kinds of life insurance companies have several times been 
yery apparent. Nevertheless, I hope that the committee has noticed 
that our area of agreement is much larger than our area of disagree- 
ment. For the first time in years, almost all of us are united in the 
two most important subjects that have been mentioned here. I refer 
to the common endorsement of nearly all companies of the general 
three-phase pattern of the bill, and I refer to the suggested amendment 
to a 5-year individual-company-earned interest rate. 

So, as much as we differ and as keenly as we differ, please notice 
the great extent to which we are in agreement. 

I thank you. 

The Cuarrman. Thank you very much, Mr. Beers. 

As I understand your statement, you prefer H.R. 4245 to the present 
law; namely, the 1942 formula. 

Mr. Beers. Yes, sir. 

The Cuairman. Do you favor making H.R. 4245 operative in 1958? 

Mr. Beers. Yes, sir. 

The Cuamman. One other question. You say: 

I estimate that, under the present bill, my company would pay a tax of about 
30 percent on any dividends we received on stocks bought with money we might 
otherwise have left uninvested. 

Would you explain that? 

Mr. Beers. I can send you the calculation on which this was based, 
but I cannot give it to you. It was made by an assistant upon whom 
I rely. 

The point is that tax-exempt—lI beg your pardon. The point is 
that the dividends which a company receives are divided in the cal- 
culations under phase 1 between, you might say, the investments of 
reserves and the investments of surplus and other funds, and the part 
which is allocated by the Treasury to the investments of reserves is 
said by the Treasury already to be tax-exempt, and therefore it should 
not be tax-exempt again. 

The portion which is allocated under phase 1 to surplus and other 
liabilities is taxed, and the Treasury says that that portion is eligible 
for the 85-percent dividend credit. 

Now, when we come to phase 2, we lose half of any credit we get 
under phase 1; or in phase 2 we get back anything we suffer under 

hase 1. When we come to phase 2, the proportions are a little dif- 

erent, and I regret to say that I do not know the technical details 
of the bill well enough to describe it to you. 

But the calculations have brought out that if we buy a small amount 
of stocks with otherwise uninvested cash, this is the effect; and if 
you desire the calculation, my associate will be very glad to prepare it. 

The Cuatrman. Yes, I would like to have it to put into the record. 
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(The information referred to follows :) 


MEMORADUM FOR INSERTION IN REOoRD OF SENATE FINANCE COMMITTEE 
HEARING Marcu 5, 1959, In Testimony or Henry S. Beers 


The following table shows the calculation of Federal income tax for the Aitna 
Life Insurance Co. for the year 1958, computed in accordance with H.R. 4245 
on three different assumptions. 

Column I shows the tax resulting from 1958 operations using figures which 
are very close to those which will actually be developed from the books of the 
company. 

Column II shows the tax computed from the same figures but with one addi- 
tional assumption, namely, that a sufficient amount of the company’s cash had 
been invested to produce an income of $100,000 from tax-exempt (municipal) 
bonds. 

Column III also shows the tax computed from the same figures used in column 
I with one additional assumption, namely, that a sufficient amount of the com. 
pany’s cash had been invested to produce an income of $100,000 from stocks 
normally entitled to the 85 percent dividend credit. 











I II |\@ 
I eT . . cceennanbodsnuiebduiiteroocwn $35, 310, 000 $35, 353, 000 $35, 357,000 
EE EE ee hulpiteiiteBuiadual 18, 361, 000 18, 384, 000 18, 386, 000 
Taxable income, phase II_................--.------- : 2,500,000 | 2, 508, 000 | 2, 509, 000 
a en ncasvupasvbewdqdedtegbanneltnpphbasereieoel 1, 300, 900 | 1, 304, 000 1, 305, 000 
a eal ene ee pian 19, 661, 000 19, 688, 000 19, 691, 000 
I hah d vibe Sacco cubsacopududdidcnussdicdpeseteseélsééocsoenbus 27,000 | 30, 000 





Column IT shows that the assumption of an additional investment 
in tax-exempt bonds increases the total tax to be paid by the company 
by $27,000. Since the additional interest income is $100,000, it follows 
that this additional income has been taxed at the rate of 27 percent. 

Column III shows that the assumption of an additional investment 
in stock eligible for the 85 percent dividend credit increases the total 
tax to be paid by the company by $30,000. Since the additional divi- 
dend income is $100,000, it follows that this additional income has been 
taxed at the rate of 30 percent. 

A detailed calculation of the company’s tax for each of these three 
examples is attached. 
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I II III 
tener ani bane Le 
Mean assets ET seas aie Teenie aba cintadicamiadl $3, 425, 000 $3, 425, 000 $3, 425, 000 
Eeasment yield®........-......-.-------00- ie cusissadoats | ~ $117,000} — $117,100 | $117, 100 


Investment yield rate,............-..-..------ 
Industry required interest rate,............... 


nares POTCORRt...<-) 
' 
o«---percent....| 


3. 416058 
2. 785700 


3. 418978 
2. 785700 


3. 418978 
2. 785700 








Spanetion rate,.......--..----...---20c-- oe nneeene percent...) 3. 100879 3. 102339 3. 102339 
Mean life insurance reserves® ..............--.--.------------- $2, 440, 000 | 2, 440, 000 | $2, 440, 000 
Average interest rate on reserves,” .-.......-..-...-percent..-.| 2. 650879 | 2. 650879 | 2. 650879 
Reserves adjusted to deduction rate ___..........---.--------- | $2,330,200 | $2,329, 844 | $2, 329, 844 
Deduction for investment yield on adjusted reserves_.-.....-- $72, 257 | $72, 280 $72, 280 
Calculation of proportion of tax-exempt interest and dividend 
received credit not allowed: 
Deduction for investment yield_...............-...-...... $72, 257 } $72, 280 
Deduction for interest paid®......................-.....-- $7, 500 | $7, 500 
Small business deduction. ...............-2c-ccec- enone coe] 25 | $25 
I nndccccccsuacnccsecssaisannuipenehbibasuiestedes $79, 782 | $79, 805 | $79, 805 
0. WORE... scenes dquanedaupeindiciamdmuiniinndio’ | $117, 000 | $117, 100 $117, 100 
Ratio, disallowed phase I_........ Ciena percent_..-| $68.19 | $68.15 | $68. 15 
Required interest on mean reserves. ............--.---.-.-| $64, 681 | $64, 681 $64, 681 
seemeuen Sor interest naid®... .... ccccccccseddsolsoscouns | $7, 500 | $7, 500 | $7, 500 
IR I eaiinea | 25 | 25 | $25 
a i a a tet $72, 206 $72, 206 | $72, 206 
i a id aan meee $117, 000 $117, 100 | $117, 100 
Ratio, disallowed phase IT..................... percent... 61.71 | 61. 66 61. 66 
Calculation of net taxable investment income (phase I): | 
I ctl lial $117, 000 | $117, 100 $117, 100 
i is Tl”. ..«ccsagmetimmagmanebontedaeinda | —1, 000 —1, 100 —1, 000 
Less dividend received credit®............................ —5, 000 | —5, 000 —5, 085 
Less small business deduction................ sodameaiaaaa caaceell —25 | 25 —25 
Total, net investment income. .........<.-<.s<cccceceeeas 110, 975 | 110, 975 110, 990 
Deduction for investment yield........................... 72, 257 | 72, 280 72, 230 
i 70. SOMME... 0.0 an cakhboacetemnbane 7, 500 | 7, 500 7, 500 
Less disallowed tax-exempt interest.....................-. | —6§82 | —7H | —682 
Less disallowed dividends received credit............. — —3, 410 —3, 408 —3, 465 
Total, policy and contract liability deduction........... 75, 665 75, 622 75, 633 
Difference, taxable investment income.................. } 35, 310 35, 353 35, 357 
Caleulation of net gain from operations (phase IT): | 
Net gain before disallowance of tax-exempt interest, etc.*__| 36, 607 36, 607 36, 622 
Add disallowed tax-exempt interest.....................-- | 617 | 678 6177 
Add disallowed dividend received credit.................. 3, 086 | 3, 083 3, 135 
Total, net gain from operations....................-....- } 40, 310 40, 368 40, 374 
Caleulation of tax: | 
ED PPVERNUNG SROSURD. .. cawcsccuccssosessccsebeesuee 35, 310 35, 353 | 35, 357 
I ees seentiiidinstte bois 18, 361 | 18, 384 | 18, 386 
50 percent of excess of operating gain over taxable invest- | | | 
I iis cecil anand paatiniaeniniametteeste 2, 500 | 2, 508 | 2, 509 
oe ee kee cleat mées 1, 300 | 1, 304 | 1,305 
PPOs 26,6b5obddavds odesbsnaleetssuadecicccudselcdsed 19, 661 19, 688 19, 691 





*Items marked with an asterisk show figures which are to be determined from the books of the company 
the particular figures used being close approximations. Items not so marked are the result of arithmetical 
calculation in accordance with the terms of H.R. 4245. 
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The Cuarrman. Under this bill, of course, the tax is approximately 
13 percent on income from investment capital. I imagine the effee. 
tive rate was 51 percent for all corporations, and you are taxed op 
25 percent of that figure. 

Mr. Beers. It differs tremendously among companies. The tag 
under phase 1 is 52 percent of a portion of a company’s interest, and 
what that portion is, whether 10 percent, 20, 30, 40, or 50, depends 
upon the relationship of its adjusted reserves with other tone 
that there is a difference among all companies, and I do not know opr 
own percentage. 

The CHatrman. I am speaking of what is defined as investment 
income. That is taxed at the normal corporation rate, is it not? 

Mr. Brrrs. What is defined as investment income is taxed under 
phase 1 after deducting the interest on reserves. 

The Cuarrman. I understand that. 

Mr. Beers. At 52 percent, and then—yes, and then we also, I think, 
pay some tax on interest under phase 2. 

The Cuarrman. But the net income from investment capital is taxed 
at 13 percent, approximately—one-fourth of 51 percent; isn’t that 
right ? 

Mr. Beers. I don’t think it works out that way, sir. I think it 
depends on the particular company. 

The CuHarrman. Your explanation of this bill must be incorreet, 
then. It says that investment income is taxed as an ordinary cor- 
porate income, which is one-fourth, as I understand it, of the average 
of 51 percent. You say that is not correct. 

Mr. Beers. I don’t understand the situation, sir, I am sorry. 

The Cuarrman. Will the staff explain how much of the staff income 
is deducted. 

Mr. Woopworrn. On the average the policy and other contract lia- 
bility deduction is likely to work out to be a deduction of somewhere 
around 75 percent. Of course that will vary from company to com- 
pany. In addition this will vary depending on the amount of dividend 
income involved since this is subject to an 85 percent deduction. 

Mr. Beers. That is based on the industry as a whole? 

Mr. Woopworrn. Yes. 

Mr. Beers. I didn’t remember that average in the report. But for 
the industry as a whole I have no reason to question the figures at all. 
For each company it will differ, but in connection with this discussion 
you will notice that I am not discussing our whole tax divided by our 
whole interest. I am only discussing the effect of buying a few more 
stocks, or in the previous paragraph, a few more municipal bonds. 

The Cuatrman. I was speaking of net investment income. Will 
the staff make it clear whether there is any variation from the 82 
percent taxation ? 

Mr. Woopwortnu. There will be a variation depending upon the size 
of the policy and other contract liability deduction of the individual 
company. On the average that deduction is likely to work out to some 
thing like 75 percent. But it may vary widely from that on a com- 
pany-by-company basis. 

Mr. Beers. Thank you. 

The Cuamman. What is it; it is 13 percent, approximately? 
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Mr. WoopworrH. On the average a tax of about 50 percent on the 
9 percent of the net investment income remaining would work out 
tobe approximately 13 percent. 

The CHAIRMAN. For what reasons—I would like this included in 
the record, I think it is important—why would that vary from com- 

to company if that is the net investment income? 

Mr. Woopwortn. That will vary because of the fact that the policy 
and other contract liability deduction is made separately and indi- 
ridually for each company depending upon their own earnings rate 
and either their own or the industry average assumed rate. Moreover, 
this individual company deduction rate is applied to the individual 
company’s reserves subject to certain adjustments. 

The Cuarrman. I am only speaking of step 1. 

Mr. WoopwortH. That is what I am referring to also. 

The CuarrMan. I would like to have that in detail as to what the 
variation is and you think the average is 13 percent, then, of all the 
companies, approximately, on invested income? 

Mr. Woopworrn. Yes; I think it will approximate that although 
where dividends are involved the effective rate will be much lower on 
this particular type of income. 

The Cuarrman. And your company may have some peculiar situ- 
ation where you Say you are taxed 30 percent ? 

Mr. Beers. I would like to mention, sir, that 30 percent is not our 
average tax on investment income. It is only the tax on a—what you 

ight call a marginal tax rate, if we buy a few more stocks. 

e CHATRMAN. You use an expression here which I don’t under- 
sand. “If we proceed on stocks bought with money which we might 
otherwise have left in uninvested.” What does that mean ? 

Mr. Beers. Supposing, for example, we might look at our bank 
balances and think it might be possible to invest a million dollars in 
stocks, or possibly we ought to keep that money in the bank so as to 
have plenty of cash to operate our business with. If we were to decide 
that we had enough money in the bank so that we could afford to buy a 
million dollars worth of stocks, then we would receive some dividends 
on those stocks, it might be $40,000. 

Now, under the bill that $40,000 is divided under phase 1, with 
the result that when we trace it through phase 1 and phase 2, we 
think that the tax would work out, the extra tax from having col- 
lected that $40,000, would work out at about $12,000. 

The Cuarrman. I am speaking of phase 1. 

Mr. Brrers. No; I was speaking of phase 1 and phase 2. 

Now, under phase 1, I think that a part of that 30 percent would 
becollected, and the rest under phase 2. 

The CHamrman. It must follow, then, that some companies pay 
less than 13 percent. If you pay as much as 30 percent and the 
average was 13, then some companies would pay less than 13 percent. 

Mr. Beers. We pay as high as 30 percent on some investments, 
and much lower on others when you come to figure our average. The 
phase 1 part of this 30 percent might be 26 percent. Then under 
phase 2, we would have to pay an additional 4 percent. 

The Cuarrman. My question is directed to phase 1. I have got 
to take this bill step by step in order to understand it. I want to 
know what will happen under phase 1. 
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Mr. Beers. Under phase 1 

The Cuamrman. When you make your tax returns I assume yoy 
make it on tax 1, and then other changes are made in accordan 
You actually pay 30 percent on some income, and I would like ty 
understand how it is derived under phase 1. 

Mr. Beers. It is right, but I should mention that we analyze the 
income differently from the way that the Treasury analyzed the 
income when it prepared this bill. 

The Cuamman. Then it naturally follows that the average of 13 
percent means some companies pay less than 13 percent, is that 
right? 

Mr. Beers. That is right. 

The CHarmman. I would like to understand that. That js 
rather important question involved. 

Senator Williams. 

Senator Wiiurams. I would like to ask a question in connection 
with that same question asked by the chairman. 

You speak of the variation in determining the investment income 
in phase 1. That variation would be developed between the different 
companies prior to reaching the net figure, and after you reached that 
net figure co would be no variation but you would all pay 52 per. 
cent on the 25 percent, or the 12.5 percent, is that not true? Would 
not your variation be before you reach your taxable figure, or would 
it be after ? 

Mr. Beers. I am somewhat confused. It seems to me that the 
variation 

Senator Wittiams. I am confused, too. 

Mr. Beers. The variation is reached when we are dividing ow 
total investment income between the portion that applies to reserves 
and the portion that applies to other things. 

Senator WituiaMs. That is correct. 

Mr. Beers. And that is the big reason for the variation. 

Senator Wiu1ams. That is right. 

Mr. Beers. After you have determined how much of your interest 
applies to other things, you multiply that by 0.52 except for the small 
company adjustment. 

Senator Wiiu1aMs. When you reach that point where you compute 
your tax there is no variation in the formula, is that correct? 

Mr. Beers. I think that is correct, if I understood your question 
correctly. I think I did understand it. I think that is correct. 

Senator Witi1aMs. But it is my understanding that this variation 
would be between the different companies as to setting up your 
reserves. 

Senator Kerr. You mean in the amount of money to which the tax 
rate will apply ? 

Senator WiniiaMs. Yes. 

Mr. Beers. I think you are right, sir. 

Senator WiiuiaMs. Once you reach that taxable base, there is no 
difference in the formula, as I understand it. 

Mr. Berrs. I think that is right. I would like to know whether 
the staff—whether that sounds reasonably correct. 

Mr. Woopworrn. Yes; once you reach taxable investment income, 
there is no difference. Of course, there is a difference before you 
reach that point. 
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Senator Wiiu1aMs. Oh, yes. 

The Cuairman. I would like the joint committee staff to furnish 
4 memorandum to the committee showing any companies, if it is 

sible for any companies to pay less than 13 percent on their. 
investment income. 

The memorandum subsequently submitted by L. N. Woodworth 
of the Joint Committee on Internal Revenue Taxation follows:) 


The chairman has asked for illustration showing how the tax on investment: 
income can vary from the average of 13 percent referred to in the prior dis- 
cussion. The tax is, on the average, 13 percent of net investment income be- 
cause, on an industrywide average, the policy and other contract liability deduc- 
tion is 75 percent of net investment income. The usual corporate tax rate of 
52 percent applied to the remaining 25 percent of net investment income is 
equivalent to a tax of 13 percent on 100 percent of the net investment income. 

The variation in effective tax rate from company to company can be illus- 
trated by taking the following example holding all factors constant in three 
cases except the company’s net investment income and earnings rate: 





Case 1 | Case 2 Case 3 








| | 
Ti: « iucabiubiphitiecsraboounsindsadmbsnsetanbbaminee $10, 000, 000 | $10, 000, 000 $10, 000, 000 
inant niniinambanhietemerentidiintiias $9, 000, 000 £9, 000, 000 | $9, 000, 000 
Net investment income ............. shiowebiaavadiabendnulivanhuid $400, 000 $370, 000 $300, 000 
Company's earnings rate '.......................---- percent--| 4.0 3.7 | 3.0 
Company’s assured rate on reserves. -.......-..-----.-- do....| 2. 5 2.5 | 2.5 
Industry average assumed rate in prior year.........-.-- een 3.0 3.0 3.0 





iThe oompany’s earnings rate actually is determined by dividing the company’s invest- 
ment yield by its total assets. Investment yield differs from net investment income in 
that it requires the adding back to the latter of any exempt interest, any interest partially 
excluded, the 85 percent of the dividends received which were previously excluded, and the 
5 percent small business deduction. To avoid complexity in the examples these differences 
between investment yield and net investment income are ignored. 


CASE 1 


Given the above assumptions, the deduction rate of the company in case 1 
would be 3% percent, or halfway between the company’s earnings rate of 4 
percent and the industry average assumed rate of 3 percent (the industry 
assumed rate is used in this case rather than the company’s own assumed rate 
since the industry rate is the higher). Under the bill, for every 1 percent of 
increase in the deduction rate over the company’s own assumed rate the reserve 
is adjusted downward by 10 percent. Since here the 3.5 percent deduction rate 
is one percentage point above the company’s assumed rate of 2.5 percent, the 
reserve is adjusted downward by 10 percent. Thus, the $9 million of reserves 
for the purposes of this computation is reduced to $8,100,000. As a result, the 
reserve deduction in this case would be $8,100,000 multiplied by 3.5 percent, or 
$283,500. This deducted from the $400,000 of net investment income (assuming 
there are no deductions for interest paid or for pension trust reserves) leaves 
a taxable investment income of $116,500 which is 29 percent of the net investment 
income. The tax on $116,500 (30 percent on the first $25,000 and 52 percent on 
the remainder) is $55,080. This is 13.8 percent of the $400,000 of net investment 
income. 

CASE 2 


The deduction rate of the company in this case would be 3.35 percent, or 
halfway between the earnings rate of 3.7 percent and the industry average 
assumed rate of 3 percent. This deduction rate is eighty-five hundredths of 1 
percentage point above the company’s own assumed rate of 2.5 percent. There- 
fore, under the 10-to-1 ratio the company’s reserves would be adjusted downward 
by 8.5 percent. Thus, the $9 million of reserves for purposes of this computation 
is reduced to $8,235,000. Multiplying this adjusted reserve by the deduction rate 
of 3.35 percent gives a deduction of $275,873. This deducted from the $370,000 
of net investment income leaves a taxable investment income of $94,127 which 
is approximately 25.4 percent of the net investment income of $370,000. The 
= corporate tax on this $94,127 is $43,446 or 11.7 percent of net investment 

come, 
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CASE 8 






In this case the deduction rate of the company is 3 percent, since the com. 
pany’s earnings rate and the industry average assumed rate are both assumed 
to be 3 percent. This 3 percent deduction rate is half of a percentage point 
above the company’s assumed rate of 2.5 percent. Therefore, under the 10-to-1 
ratio the reserve is adjusted downward by 5 percent. Thus, the $9 million of 
reserves for purposes of this computation is reduced to $8,550,000. The reserve 
deduction in this case, therefore, would be $8,550,000 multiplied by 3 percent 
or $256,500. This deducted from $300,000 of net investment income leaves a 
taxable investment income of $43,500. The regular corporate tax in this cage 
is $17,120 or 5.7 percent of net investment income. 


SUMMARY 





It will be noted that the tax payable in these three cases expressed as a percent 
of net investment income varied from 13.8 percent to 5.7 percent because of 
different assumptions with respect to the earnings rate. Other variations in 
tax, expressed as a percent of net investment income, could arise as a result 
of variations in the relative size of reserves, compared to total assets, and as 
a result of variations in the assumed rates of the individual companies in- 
volved. The percentage relationships of taxable investment income to net 
investment income are, of course, also influenced by the fact that the first 
$25,000 of taxable income is subject to a 30-percent rate. If larger amounts of 
taxable income were involved, these percentages would be higher than indicated 
in the examples given above. This also would be true if phase 2 income were 
taken into account in these cases. 


DIVIDEND INCOME 





No attempt was made in these cases to take into account the special char- 
acteristics of dividends eligible for the dividends received deduction. In casel 
if $100,000 of the investment income had been dividends, the company would 
have received an additional deduction of $85,000, reducing its net investment 
income to $315,000. This would not effect its earnings rate, but its policy and 
other contract liability deduction would be reduced by $85,000 multiplied by the 
ratio which $283,500 (the policy and other contract liability deduction) bears 
to $400,000 (net investment income before the deduction for intercorporate 
dividends received, etc.). The amount of this cutback would be $60,244. If this 
is offset against the $85,000 deduction available in arriving at net investment in- 
come the net benefit of having the income in the form of dividend income, 
rather than some other form of investment, is a decrease in the tax base of 
$24,756. This amount represents 85 percent of the portion of the $100,000 of 
dividend income remaining after the regular policy and other contract liability 
deduction. 



























Senator Kerr. Do you mean 13 percent of their— 

The Cuarrman. 13 percent net tax. They pay 52 percent on 25 
percent of their investment income; that is 13 percent. This man 
says that he pays 30 percent. 

Senator irae. Would the chairman run that by again! 
[ Laughter. ] 

The Cruarrman. This witness says that he pays 30 percent under 
step 1. If he does that, and the average is 13 percent, other com- 
»anies must pay less than 13 percent. I want to understand exactly 
cae that is brought about. I am asking the staff, to submit a memo- 
randum to the committee as to how he can pay 30 percent, and 
whether there may be change from company to company. 

Mr. Beers. Shall I try to prepare a memorandum on that, or is the 
staff undertaking that ? 

The Carman. I think you ought to give us a memo explaining 
what you said in your statement, that you pay 30 percent. 
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Mr. Beers. Yes; I will try to, sir. But I would just like to add 
at that time that the average we pay is not 30 percent. What we pay 
30 percent on is the special kind of income referred to in my dis- 
cussion of tax-exempt 

The CuairMAN. But you use the language here. 

Mr. Beers. Dividends on stock. 

The CuarrMan. You use the language “Dividends on stocks bought 
with money we might otherwise have left uninvested.” 

Mr. Beers. That is right, sir. 

The Cuarrman. I would like to know what that means; whether 
you leave it uninvested or not, that is a matter of your discretion, 
Tassume. 

Mr. Berrs. That is correct. So we figured our tax, if we left it 
uninvested ; we figured our tax if we invested it; we divided the addi- 
tional tax by the additional dividends, and it came out at 30 percent. 
That is what I would call a marginal tax rate rather than an average 
tax rate. 

I will try to supplement this by a memorandum, sir. I am sorry 
not to have included it. 

Senator Wiiu1aMs. In your memorandum if your average is com- 
parable to the industrywide average of 12.5 to 13 percent, and if you 
are paying 30 percent on a portion of your income, you must have 
some which is tax-exempt. Could you also include that, because there 
must be quite a variation in your own taxable income. 

Mr. Beers. Yes. 

Senator Wituiams. If your average is lower you must have some 
down either where it is not being taxed at all, or else very low. 

Senator Kerr. Mr. Beers, you have been very gracious and, I think, 
very lucid. 

Maybe it is just a little early for me this morning. If I understood 
the basis of the possibility of your paying 30 percent on dividends, 
it has to do with dividends on stock purchased out of resources al- 
located to reserves. 

Mr. Beers. I was treating the amount as invested without regard 
toany allocation of assets to reserves. 

Senator Kerr. You told us of dividends coming to you from stocks 
which had been bought by funds that were in different categories or 
classifications. 

Mr. Beers. Right. 

Senator Kerr. Would you then explain again those two categories ? 

Mr. Beers. Yes,sir. I think so; I will try. 

Senator Kerr. Give us a description of those two categories of 
funds'so that one as uniformed as I can understand it. 

Mr. Beers. I think, sir, the first part of this explanation ought to 
be over the head of an eighth grader, and the second part ought to be 
within the comprehension of an eighth grader. 

Senator Kerr. Then start with the second part. [Laughter.] 

Mr. Beers. I would seem to disregard your question if I did. 

Senator Kerr. You do not mean to tell me that the question I asked 
you cannot be answered in language which an eighth grader can 
understand ¢ 


ae Brrrs. May I answer it, and then explain why perhaps I think 
at. 
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Under the bill, if we invest some cash in stocks, the bill requires ys 
to divide that cash into two parts, one part of which is considered 
to be in the reserve section of our assets, and the other part is in the 
surplus and miscellaneous liability section of our assets. 

Senator Kerr. You know, that is what I thought I asked you when 
I opened this conversation, if you had not told us, that this situation 
arose by reason of the fact that a part of your money was invested out 
of reserve funds and part of it out of surplus funds, and I under. 
stood you to say, no, that the reserves had nothing to do with it. 

Mr. Brers. I am sorry. The bill does require just exactly what you 
understood and what I said. 

Senator Kerr. All right. 

Mr. Beers. And if you figure it that way, you 

Senator Kerr. Let us start now with the funds out of your reserve 
assets or reserve accounts. Is that proper terminology ? 

Mr. Beers. That is suitable, I would think, for this purpose. 

Senator Kerr. Let us say you invest enough money out of that 
which either on your own books or under the requirement of this bil] 
is a part of your reserve funds, and you get $100,000 in dividends, 

If you were an ordinary corporation, you would owe taxes on 15 
percent of that. As I understand it, you have told us that under this 
bill that would not be the case with you and your company with ref- 
erence to this $100,000 income. You did not tell me that? What did 
you tell me? 

Mr. Beers. Well, may I first point out that if we had invested re- 
serve funds sufficient—— 

Senator Kerr. I was assuming now that this was an investment of 
reserve funds which produced $100,000 in dividends. 

Mr. Beers. Then, under the bill, we have also invested money in 
nonreserve funds in the same kinds of stock that brings us in an in- 
come of probably $40,000. 

Senator Kerr. You mean the money you invest out of your surplus 
account in the same stock at the same price produces less dividends 
than if you invest it out of reserve funds ¢ 

Mr. Beers. If our surplus and miscellaneous fund is in proportion 
to our reserve fund of 40 to 100, then when we invest $140,000 we are 
required to say that $100,000 is reserve investment and $40,000 is sur- 
plus investment. That is what the bill requires. 

Senator Kerr. That is because of the relationship of the size of one 
fund to the other? 

Mr. Beers. That is right. That is quite correct. 

Senator Kerr. You see, you have that in eighth grade language, and 
I understand that. 

Mr. Beers. Right, sir, and that brings out—— 

Senator Kerr. So you have $100,000 worth of dividends out of stock 
bought with reserve funds. 

Mr. Beers. Right. 

Senator Kerr. And the relationship being 100 to 40, then you have 
$40,000 of dividends on stock bought with nonreserve funds. 

Mr. Beers. Correct. 

Senator Kerr. If you were just an ordinary corporation, 85 percent 
of that $100,000 would be exempt and 85 percent of that $40,000 would 
be exempt. What isthe situation under this bill ? 
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Mr. Beers. All right. The situation under this bill is that the 
$100,000 is exempt already because of the reserve interest deduction, 
swe allknow. The $40,000—— 

Senator Kerr. That is an unjustified assumption, “as we all know.” 

Mr. Beers. I withdraw it, sir. [ Laughter. | 

Senator Kerr. You see, because I want more of this eighth grade 
language, so that I will know what you know. 

Mr. | EERS. I will try to avoid that. 

Senator Kerr. It is a complimentary assumption, but one to which 
[am not entitled. 

Mr. Beers. Now the $40,000-—— 

Senator Kerr. No. This is $100,000. 

Mr. Beers. This $100,000 is treated by the bill as part of the interest 
which is made exempt because earned on reserves. Therefore, under 
the bill 

Senator Kerr. I do not believe you quite mean that. Do you mean 
it is treated as part of the money which produces a certain amount 
of interest on the reserves? Because it is not coming to you as interest. 
Itiscoming to you as dividends. 

Mr. Beers. That is better language, sir. That is better language 
thanmine. It is correct. 

The $100,000 is not taxable because it would not be taxable no 
matter what kind of investments it came from, because it is part of 
the interest that makes up—— 

Senator Kerr. It is a part of the money that goes to provide that 
certain additional increment for your reserve fund that you are per- 
mitted as an exemption under the bill. 

Mr. Beers. Yes, sir. 

Senator Kerr. Is that correct? 

Mr. Beers. May I adopt those words. 

Senator Kerr. So that the exemption in another statute of 85 
percent on dividends of outside stock coming to an owner of a cor- 
poration is of no benefit to you with reference to the investment of 
that money in this particular category of security. 

Mr. Beers. I agree. 

Senator Kerr. Now then let us go to the $40,000 that comes to you 
on the stock you bought out of surplus funds. How is that treated 
under this bill ? 

Mr. Beers. Fifteen percent of $40,000 is $6,000. We have to pay 
a tax on only $6,000 of that, of those dividends. Therefore, we pay 
a tax of, say, $3,000. All of our figures are not precisely correct. 

Senator Kerr. I understand that. That is approximately 52 per- 
cent, 

Now then is that, the computation of those two figures, the basis 
of your statement here that your company would pay about 30 percent 
on any dividends? 

Mr. Beers. It works out that way, sir. 

_ Senator Kerr. I say, is the situation that you and I have succeeded 
ointly in describing here the basis for that conclusion ? 

Mr. Brrrs. No, sir. Because I must now—let me try to use the 
seventh grade language. 

Senator Kerr. That would be fine. [Laughter.] I will get you a 
senatorial service award [laughter], distinguished service award, if 
you will do that. 
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Mr. Beers. You and I have availed the services of a chap who wen; 
through college and got a doctor of philosophy degree in mathematieg 
and we got him to figure our tax before we invested that money whic 
brought in $100,000 in dividends here and $40,000 in dividends there. 
and we also got him to figure our tax after we had invested the money 
that way. 

Senator Kerr. Was there any relation between the two? 

Mr. Beers. And when we asked what the difference in tax was, he 
said the difference in tax was $40,000, which is 30 percent of the $140. 
000 in dividends that we received. 

I am sorry, sir, I cannot tell you how that chap figured that, be. 
cause he went to college and got a doctor of philosophy degree jp 
mathematics, but that is really what happened, and I will file a re. 
port proving it. 

Now in sixth grade language—— 

Senator Kerr. I did not have the benefit of one of those technical 
educations, and I have never been limited by one, either —[ Laughter] 

Mr. Beers. If I have to pay $40,000 in tax because I collected an- 
other $140,000 in dividends, then I think I am taxed 30 percent, re 
gardless of what the bill makes me do about surplus and reserves and 
all that sort of stuff. 

Senator Kerr. Well now you and I were getting along pretty good 
here as long as were discussing this thing step by step, but on the basis 
of what you told me, I understood that this $100,000 was not taxable 
at all because it took that to get you the amount of money equal toa 
certain interest rate on your reserves, and that was exempt. Is that 
not what you told me? 

Mr. Beers. I told vou that, sir, that is right. That is right. 

Senator Kerr. And then you told me that there was 15 percent of 
the $40,000 taxable, and that would be approximately $6,000 taxable, 
$3,000 tax. 

Mr. Beers. That is right. 

Senator Kerr. Well, it would take a doctor of philosophy degree or 
something to get $40,000 out of that, because you now tell me that this 
boy who got—what college gave that fellow a doctor of philosophy 
degree? [Laughter.} That must have been one of those eastern 
colleges. [Laughter.] I want to tell yon no Oklahoma college would 
give that guy a doctor of philosophy degree. [Laughter.] If he 
took those two figures, now, $110,000 income on which he paid no tax 
because it was exempt once entirely, and 85 percent the second time, 
and then you paid $3,000 tax on $40,000, and he came up with the a 
surance to you that you had paid $40,000 tax—is that not what you 
have told us? 

Mr. Beers. Senator, that is what I told you about how the bill 
works, and vou have described it most clearly and accurately. But! 
have also said that the net effect is that we are $40,000 out of pocket, 
and that is in cash. 

Senator Kerr. Then I want to say that the Treasury’s hand 3s 
quicker than theeye. [Laughter. ] 

Mr. Beers. If you do not mean that in a derogatory sense, I agree 
with you. [Laughter. ] 

Senator Kerr. I never saw two men in more complete agreement to 
start with and to end with, and having been further apart between 
times. [Laughter.] 
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Now there must be some way for us to get this so that I can under- 
dand it. As I get your statement, the doctor of philosophy degree 
has given you this assurance and you have accepted it without under- 
standing ; is that right 4 

Mr. Beers. No, sir. 

Senator Kerr. You understand it. Well, then, I want you to share 
it with me. Let us go back and start over now, ‘because we have got 
$100,000 income in dividends on stock that you bought with reserve 

funds, that is what we started with, was it not ? 

Mr. Beers. Yes, sir. 

Senator Kerr. And since that dividend on that amount of money 
did not exceed the interest rate which is exempt under the law, you 
owe no taxes on it and you pay no taxes on it, and you have still got 
itand it is added to that reserve account. 

Mr. Beers. That is what the bill says, but I do not think it is cor- 


rect. 

Senator Kerr, may I point out this: that the $100,000 we are talk- 
ing about is treated by the bill exactly the same whether it comes 
from municipal bonds, common stocks, or utility bonds, and the 
hilosophy of the bill, the reasoning of the Treasury, the reasoning 
of the Ways and Means Committee, and the reasoning which you 
have so clearly described, says that we get a deduction for that 
whether it comes from utility bonds or stocks or municipal bonds, 
and I do not think that is correct philosophy, because I think 

Senator Kerr. Wait a minute. You see, I do not know whether 
the word you use there when you say “correct” is what I was describ- 
— saying accurately, and I would like for us to get together. 

ou mean you do not think it is correct philosophy for the Treas- 
ury to say to you that whatever you invest those surplus funds in you 
can only get an exemption on the income once ? 

Mr. Beers. No, sir. I mean it is unfair for them to say if we invest 
some funds in a tax-exempt way that we can get additional tax-ex- 
empt credit on only four-fourteenths of the amount invested. 

Sentaor Kerr. Where did you get that four-fourteenths? 

Mr. Beers. That is our example of the $100,000 on this side and 
$40,000 on the other. 

Senator Kerr. But you have not got this $40,000 over here in this 
exempt account. You have got the $100,000 in the reserve account, 
have you not ? 

Mr. Beers. The bill makes us say that we do. 

Senator Kerr. They do not make you say you do unless you have, 
do they ? 

Mr. Beers. I would say “Yes.” For tax purposes they say we must 
treat it as if it were there. In plain fact, I think it is not there. 
What I really think, sir, and what I urge, is that these investments 
ought to be treated as if it were all made from surplus funds and none 
from reserve funds, and that is the difference of opinion between the 
Treasury and me. 

Senator Kerr. Let me see if I understand the effect of that. What 
you want them to do is to let you invest both your reserve funds and 
your surplus funds in whatever legitimate, lawfully permitted in- 
vestments you decide to put it in? 

Mr. Beers. Yes, sir. 
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Senator Kerr. Take your deductions which any corporation other 
than an insurance company making an investment would be per. 
mitted to take? 

Mr. Beers. Yes. 

Senator Kerr. Let the taxable portion of it come into your gen- 
eral account; that is, regardless of where the $140,000 comes from, let 
you have an exemption of 85 percent of it, if it is dividends, whey 
it first hits your pocketbook. 

That would leave $21,000 of it taxable. 

Mr. Beers. Yes. 

Senator Kerr. Then let you take enough of that to meet your m 
serve requirements exempt. 

Mr. Beers. Yes. 

Senator Kerr. Do you reckon they would have to make any con. 
tribution to you to have enough to do it ? 

Mr. Berrs. No, sir. 

Senator Kerr. You would see to that. 

Mr. Berrs. I think, sir, that we would not approach that point, 
but I do not know. It might be that some companies, it might be that 
our company some day might have all of its reserve and surplus funds 
in tax exempts and stocks, I do not know. 

Senator Kerr. It looks to me like I could imagine a situation ther 
where a company never would pay any taxes, by investing their money 
in tax-exempt securities and in stocks on which they would owea 
tax with reference to just 15 percent of it. 

Mr. Beers. It could eliminate its tax under phase 1 except, I think, 
for the tax onthe 15 percent. I think it could, yes, sir. 

Senator Kerr. You are recommending quite a shift. I want to 
say now I understand what you recommend, and I appreciate that, 

Mr. Beers. I am flattered, and I wish that I had convinced you, 
T hope that you will think about it, and I am sure you will. 

Senator Kerr. Well, I will tell you, the further I go in thinking 
about it, the worse your position gets. [ Laughter. | 

You see, it looks to me like if you take reserve funds—and you have 
got to have that reserve in assets of one kind or another, which might 
include cash, is that not right—you have got to have it in some kind 
of a piece of paper which represents an asset. 

Mr. Beers. Yes, sir. 

Senator Kerr. A Government bond or a stock or a mortgage. 

Mr. Beers. Or a bank statement. 

Senator Kerra. It has to be in some kind of identifiable pieces of 
paper which constitute a promise to pay, or cash, which actually is 
only a promise to pay, you know. That is all that is, is it not? 

Mr. Beers. Will you excuse me, sir. I think you are probably 
right. 

Senator Kerr. Well, now, have you got a piece of paper in your 
pocket ? 

Mr. Beers. This isa silver certificate, just like this. 

Senator Kerr. No, it is not just like that. That is just a promise 
to give you that other thing if you bring it down and demand it, isit 
not ? 

Mr. Beers. You know more than I do. 

Senator Kerr. But what does it say ? 
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Mr. Beers. “There is on deposit—— 

Senator Kerr. What does it say on the top of it? 

Mr. Beers. “This certifies that there is on deposit in the Treasury 
ofthe United States one silver dollar.” 

Senator Kerr. Then what does it say ? 

Mr. Beers. “$1 in silver payable to the bearer on demand.” 

Senator Kerr. In other words, it is just a promise to pay. 

Mr. Beers. I give up. 

Senator Kerr. In other words, it is just a promise to pay, is it not? 

Mr. Beers. Yes, sir. 

Senator Kerr. Do you have a piece of paper which is not a silver 
certificate? If you do not have, one of those boys will loan it to you. 

Mr. Beers. I have to look in a different pocket for that, sir. 

“Will pay on demand to the bearer.” 

Senator Kerr. Who will? 

Mr. Beers. The United States of America, although it is called 
aFederal Reserve note. 

Senator Kerr. Yes. 

Well, now, you see, that is a part of the facade of the Federal Re- 
grve System. They tell this committee when they come here that 
they do not represent the U.S. Government, but when they print that 
paper they say they do. You see, even if you have got cash in that 
reserve fund, all that it amounts to is a promise to pay, is it not? 

Mr. Beers. Yes, sir. 

Senator Kerr. Then, if you take an asset of that reserve fund that 
is not bearing interest, or bringing dividends, and you put it into 
smething which will, as I understand your position you are askin 
us to provide in this bill that that income would be treated as hasaik 
it had not been obtained or secured by you from the investment of 
those reserve funds. 

Mr. Beers. Right. I am afraid, sir, that I look at it from the 
axth-grader’s point of view, and not from the college graduate’s. 

Senator Kerr. How would a sixth-grader regard it? 

Mr. Beers. He would think if it cost him $40,000, that was his tax, 
and $40,000 divided by $140,000 is 30 percent. 

Senator Kerr. I do not know whether the average sixth-grader 
could take those figures and get at that result, anyway. But then I 
do appreciate the fact that, working together here, you have enabled 
meto understand your position. 

Mr. Beers. Thank you. 

Senator Kerr. That is an accomplishment. 

The Cuarrman. Mr. Beers, I just want to ask for an additional bit 
of information. 

You say: “I estimate that under the present bill my company would 
pay a tax of about 2714 percent of the interest we received on any tax- 
exempt bonds * * *,” 

I wish you would include an explanation of that also. 

Mr. Brrrs. I think the principles, sir, are exactly the same, except 
here we have a 100-percent exemption instead of 85. 

The Cuarrman. Just explain why it is that in one case it is 30 
percent and in the other it is 2714. 

Senator Williams. 

Senator Wru1aMs. No questions. 
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The CHatrrman. Senator Carlson. 

Senator Cartson. Mr. Beers, I have been listening to this discusgig, 
about title I, section 1, of this bill. I want to ask this question; Dy 
you believe that policyholder dividends should be permitted to create 
or increase an underwriting loss to be applied against step 1? 

Mr. Beers. I am taking no position on that. There is a lot to hp 
said on both sides, and T in not against any additional favorable 
amendments which any substantial and public-spirited group of com. 
panies urge upon you. 

I urge you, sir, that the strong priority, as indicated by all of ys 
is in connection with the 5-year average. On the other, I have po 
position. 

Senator Cartson. Well now, do you have a choice between taking 
this 5-year average or the other plan ? 

Mr. Brers. The 5-year average or the dividend deduct? 

Senator Cartson. Deduction. 

Mr. Beers. Yes, sir; I have a strong preference, and I urge you 
strongly, there is clear equity in favor of the 5-year average; and 
there is, as you have heard, a considerable dispute on the other point, 

Senator Cartson. That is the reason I asked the question. Wear 
going to have to make a decision, and we want some help. 

Mr. Beers. I have tried to give you what help I can. 

Senator Carson. I believe I understood you correctly earlier in 
your testimony you suggested that this proposal, H.R. 4245, apply to 
1960 instead of 1959; is that correct ? 

Mr. Berns. I hope that you would consider the target of $500 mil- 
lion to be a fiscal 1960 target instead of a fiscal 1959 target. 

Senator Cartson. Would that mean that you would like to hav 
the taxes for 1958 collected in 1959 be paid on the 1942 formula! 

Mr. Beers. You ask me, sir, an exceedingly difficult question. | 
have tried not to pay too much attention to the taxes of my own com- 
pany when it came to the minor variations in this bill which are being 
pepocte, because if I looked at the exact figures of my own company, 

always got selfish, and if I looked at the answer to your question, ! 
unfortunately know that I would be tempted to be selfish. 

Let me say this: I do not urge you to use the 1942 tax for any year. 

Senator Cartson. The question gets down to this one result that we 
are going to have to arrive at. We are going to have to collect taxes 
on the 1942 basis or we are going to have to collect them on H.R. 424, 

Mr. Beers. May I answer, with suitable amendments. 

Senator Carison. We, of course, are considering the bill that has 
passed the House. We have not reached any agreement on any amend- 
ments yet. 

Mr. Beers. I urge you, sir, to attempt to obtain the adoption of 
H.R. 4245 with suitable amendments. 

Senator Carson. I have heard your testimony, and I was inter 
ested that you approve of the collection by the Treasury of $500 mil- 
lion. There would not be any question about that, as I understool 
your statement. But there was a question as to whether we should 
begin in 1959 or in 1960; is that not correct ? 

Mr. Beers. What I meant to say was that you had margin for #¥ 
eral amendments, since you could make several amendments and still 
hit a target of $500 million for fiscal 1960. That would mean hitting 
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starget of perhaps $450 million for fiscal 1959. All of the estimates 
iat are being given you, or nearly all, are for fiscal 1959. 

Insurance people refer to it as the 1958 tax. 

Senator Carson. I was afraid of that. 

From the standpoint of the budget the important factor, of course, 
sould be collections and not liabilities. Therefore, collections in the 
jal year 1960 will be largely liabilities of insurance companies in 
1958 if we follow that suggestion. 

Mr. Beers. I thought we paid most of our 1958 tax before July 
,1959. Is that not correct : 

Senator Carison. I think if you pay it on the 1942 basis at the 
present time, you will. 

Mr. Beers. Yes, whatever law applies. 

Senator Cartson. That is all, Mr. Chairman. 

The CHAIRMAN. Senator Smathers. 

Senator Smaruers. Mr. Beers, first, may I ask you this question. 
If we followed your recommendation with respect to the 5-year av- 

for each company, would it be possible for us to reach the 
arget figure of $500 million ¢ 

Mr. Beers. I am awfully sorry, I did not hear that question. 

Senator Smaruers. If we followed one of your recommendations 
ad change the formula with respect to determining the deduction 
mite, and went to the 5-year average, which I think is what you 
recommended, would that not so reduce the tax that we could not col- 
let, under this bill, $500 million for the 1958 taxable year? 

Mr. Beers. The best figures I have seen, and I think they can be 
pretty well substantiated, indicate that after making that amend- 
ment, the collection for our calendar year of 1958 would be $514 
million. 

Senator SmarHers. Was that the Treasury estimate? I presume 
you were here when the Treasury spoke, was that their figure, too? 

Mr. Beers. I think that that is within the range that the Treasury 
«timated and the people who assembled this $514 million figure, 
don’t know whether they have discussed with the Treasury the exact 
igure or not. You see I have been giving very close estimates. 

Senator Smaruers. All right, sir. 

No other questions, Mr. Chairman. 

The CuarrmMan. Senator Butler. 

Senator Butter. No, thank you. 

The Cuatrman. Senator Douglas. 

Senator Dovetas. Mr. Beers, I know that you have had a very 
senuous time in cross-examination by the Senator from Oklahoma, 
and I may say that anyone who tangles with Senator Kerr is under a 
very severe intellectual discipline. 

he question I now ask—— 

Senator Kerr. Would the Senator yield? 

Senator Dovanas. Yes. 

Senator Kerr. I would hope that the gentleman from Connecticut 
wouldn’t have that reaction to what I did because I never approached 
‘situation with more humility in my life than I did in my effort to 
join him in getting into this record an accurate portrayal of his 


position. 
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Senator Dovcras. This was merely preparatory, Senator Kerr, ty 
saying that the questions which I now ask will be on a much lower 
intellectual level. [Laughter. ] 

Mr. Beers. Sir, may i say to the Senator from Oklahoma that | 
tried to answer his questions soberly and carefully—but may I gg 
that I wish we had grade schools like his in Connecticut. [Laughter} 

Senator Dovetas. May I say this, that you now can be in a much 
more relaxed frame of mind. 

Do I understand that the present bill provides at least the following 
two types of special treatment for underwriting gains: 

First, that it taxes only half of the underwriting gains and leave 
the other half untaxed. 

Am I right on that ? 

Mr. Beers. Phase 2 taxes half and leaves half untaxed. 

Senator Dovatas. That is right. 

Mr. Beers. Under phase 2. 

Senator Doucias. So we are agreed on that. 

Do I also understand there is a special untaxed deduction of 19 
percent of the net additions to reserves ? 

Mr. Beers. That is correct, sir. 

Senator Dove as. So that there is deducted not merely the ful] 
amount of the reserves, but 110 percent of the reserves set aside; is that 
right, the full amount plus an added 10 percent ? 

Mr. Beers. Yes, sir 

Senator Dovaias. Now, may I ask what is the justification for this 
favorable treatment for stock companies in view of the built-in 
mortality savings due to the use of outdated mortality tables used in 
computing the tax? I have here the Life Insurance Fact Book— 

Senator Kerr. You mean computing the premium, don’t you, Sena- 
tor? You mean the mortality tables used in computing the premiums, 

Senator Dovenas. No, just a moment. These are the mortality 
premiums. 

Senator Kerr. You said used in computing the tax. 

Senator Dovetas. Let us strike that language, and say this: I have 
the following policyholder death rates which appear on page 58 of 
the Life Insurance Fact Book, and do I understand that the mortality 
table which is used is the so-called commissioner’s standard ordinary 
1941 tables? 

Mr. Beers. In general and for a very large share of the business, 

es. 
* Senator Dove.as. Is it used by your company / 

Mr. Beers. It is used by our company for all business issued in the 
last quarter century, roughly. 

(Mr. Beers subsequently advised that the correct length of time 
was about 12 years. ) 

Senator Douc.ias. Now, I find that the average death rate per 1,00 
lives exposed in the thirties was 7.5 to the 1,000. 

I find that the death rate for 1957 is 6.1 to the 1,000, or a decrease of 
19 percent in the death rate. 

Now, doesn’t this fact provide sufficient protection against tem- 

orary adverse mortality experience? 

Mr. Beers. I do not think so, sir. 

Senator Doueias. Why not? 
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Mr. Beers. The difference in death rate during normal times is 
ytually causing our accounting methods to throw off a mortality 
fit which is available to us as money that we can use for additional 
nses, special losses, and things of that sort. 
TE ator Dovueuas. Well, then, it is. The reduction in the death 
nite is yielding additional profits, too. 

Mr. Beers. It is, in itself, developing additional profits; that is 
grrect, and that decreases the amount of surplus we must otherwise 
hold for the protection of our policyholders; that is correct. If it 
weren't for that we would have to hold still higher surpluses. 

Senator Doucias. May Lask this question: 

Doesn’t it also result in giving you a built-in protection within your 
reserve account ¢ 

Mr. Beers. It does, which is somewhat of an offset to the built-in 
loss we have from the inflationary increase in our expenses, and the 
built-in loss we had until quite recently from the decline in interest 
rates in the thirties and forties compared with the twenties, and so 
forth. 

You are correct. It does give a built-in additional margin of 
surplus. 

Senator Doveias. I am very glad to have you say that, because no 
less than three life insurance presidents have testified that it did not 

ive any built-in protection, and I am very glad to have you say that 
use it bears out what would seem to me to be the obvious facts in 
the case. 

Mr. Beers. May I comment, sir, that the words they used were 
different from the words you used, and I do not think that they would 
disagree with what I said, nor that I have disagreed with them. 

Senator Doveias. I know the reluctance to disagree with your 
colleagues. 

Mr. Beers. My colleagues may not agree that I have given you the 
right impression, but I think they would. 

Senator Doucias. But you do say it gives added built-in protection 
within the reserve account ¢ 

Mr. Beers. I do. 

Senator Doveias. Why isn’t that enough to meet the increased 
dangers which you mentioned, the fact that in some one year you may 
have another influenza epidemic which might compensate for invest- 
ment years following that in which the death rate was possibly very 
low, and so forth? Don’t you already have a 19-percent protection ? 

Mr. Beers. No; we don’t have a 19-percent protection, except in 
the sense that we have a protection of 19 percent of this year’s death 
rate at the age you mention. That does not mean 19-percent protec- 
tion in any other sense. It means a substantial protection. 

Senator Dovuaias. Yes. 

Mr. Beers. I might mention that insofar as this analysis is con- 
cernde, it applies equally to stock and mutual companies. 

Senator Dovue.as. I see. 

Mr. Beers. And it is still necessary for stock companies to carry 
substantially higher contingency reserves or surplus, whichever you 
call them, in addition to actuarial reserves in order to be as safe as 
mutual companies. 

Senator Doueias. Why do they need to do this? 
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Mr. Besrs. In order to be as safe as mutual companies we need to 
carry extra reserves, because the mutual companies have a built-in 
safety factor of a dividend schedule, and in times of stress they eqn 
reduce their dividends, a very painful thing to do. 

Senator Dovuanas. Yes. 

Mr. Beers. That was brought out in the House Ways and Means 
Committee report, and Mr. Mills’ presentation to the House. 

Senator Doucuas. Let’s follow chat up a little bit. You mean you 
need to have more cash to protect you against claims? 

Mr. Beers. More assets to protect us against disaster, whatever 
form the disaster takes. 

Senator Dove.ias. Are you any more subject to disaster than the 
mutuals? 

Mr. Beers. I would say we are about as subject as the mutuals; yes, 
sir, about the same. 

Senator Douc.as. So this is not an argument for the rejection of 
one-half of the underwriting gains, is it? 

Mr. Beers. This is an argument that we should be permitted to galt 
half of our underwriting gains away in policyholder surplus account 
where it is available for policyholders and their beneficiaries in the 
event of disaster. 

Senator Dovexas. Well, now, you call this a policyholder surplus, 
and I believe the Treasury calls it a policyholder surplus, but I think 
this is very inexact. I think it ought to be called a surplus without 
reference to policyholder because who has the legal claim to this sur- 
plus? Is it not the stockholders in a stock company ? 

Mr. Bzers. Not until after all policyholders’ claims are satisfied, 

Senator Dove.as. I understand. But they have a claim to the re 
sidual; isn’t that true ? 

Mr. Berrs. I don’t know whether that is a good claim, sir. 

As long as we are a going company they do not have any claim toit, 
because we don’t dare distribute it to them. 

Senator Dovcias. Well, to whom does this surplus belong in a stock 
company, then ? 

Mr. Beers. It belongs to the policyholders and other creditors, and 
insofar as they don’t need it, it belongs to the company until dis 
tributed to the stockholders, at which time, if it ever occurs, the tax 
is payable under phase 3, I said “if,” not “when,” sir. 

Senator Doveias. What? 

Mr. Beers. I said “if,” not “when.” 

Senator Dovexas. I understand. 

Mr. Beers. I have been in the business only 30-odd years, but I have 
seen enough to know what can happen. 

Senator Dovenas. Well, legally, who has the claim to this surplus! 
Legally, to whom does this surplus belong? 

Mr. Beers. The stockholders cannot demand that it be paid to 
themselves, as I understand corporation law. I don’t think the stock 
holders can demand we pay cash dividends in excess of what we can- 
sider sound. 

Senator Doveias. For whom do the directors act in a stock com- 
pany ¢ 

Mr. Berrs. They act for the stockholders, whose first obligation is to 
policyholders. 
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Senator Dove.as. I understand, but they are elected by the stock- 
jolders, are they not? 

Mr. Beers. They are. 

Senator Doveias. And I thought they owed to the stockholders an 
dbligation to see that the stockholders had a claim to residual earn- 


le Beers. I think, sir, they have an obligation to stockholders to 
treat policyholders properly, and to account for anything that they 
don’t need to the stockholders. This is not money that the company 
does not need. 

To bring this out, sir: Let me point out that if, for example, the 
stockholders came together and said, “We are going to get out of this 
business, let’s quit, divide up the surplus, and so forth,” they would 
fnd that although as a going concern we have a surplus of so much and 
s many million dollars, as a liquidating concern we don’t have that 

lus. We amortize our bonds, we carry our mortgages at par, and 
if we tried to liquidate those today at indicated market values—and 
we couldn’t get even that—but at indicated market values they would 
lose five-sixths of their surplus just on those two items alone. 

That money in a legal sense may seem to belong to the stockholders, 
but it is not available to them. 

Senator Dove.as. I would prefer to conduct this discussion in terms 
of abstract principles, but I have had an analysis made of the experi- 
ence of certain stock life insurance companies, of which your company 
isnot one, I may say, but I have here a record of one company which 
[believe to be accurate, a stock company which in 1957, I think, made 
$13,945,000, distributed $5 million in cash dividends to stockholders, 
and paid an actual income tax of $53,000, or less than one-half of 1 
percent upon the profits which presumably were largely made from 
underwriting gains. 

Now, I don’t want to name that company because I don’t believe 
in going after individuals in this matter. It is quite probable that 
everything they did was legal. But we have to protect the public 
interest, Mr. Beers, and the question that I am raising is that in view 
of the protection which you already have built in through the im- 
ent in the death rate, how strong do you think this case is to 
ave half of the underwriting gains exempted from taxation, and then 
inaddition to get 100 percent allowance for the actual amounts turned 
over to reserves ! 

Mr. Beers. Well, Senator 

Senator Dovetas. In other words, the directors of this company evi- 
dently thought that stockholders were entitled to a cut in that $14 
million that they made. They distributed $5 million of it. The tax 
which was paid was only $53,000. 

Mr. Berrs. I do not defend the stopgap law, nor do I defend the 
1942 law, as it might apply toa case of that kind. Although, of course, 
Ido not know any of the details of why that worked out that way. 

On the face it sounds like one of the features which Congress has 
been looking for a way to correct. On the face it looks like a case 
where the tax would be many, many times greater under this new 
aw, 

Senator Doveras. But my point is that only half of these under- 
Writing gains will be taken in so-called phase 2. 
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Mr. Beers. Only half of them will be taken, except that in that pap. 
ticular case I think the company will reach the maximum limits on 
policyholders’ surplus rather quickly, and thus—— 

Senator Doveias. This sounds as though you did know the om. 
pany. 

Mr. Beers. No, sir, I am just judging from the two figures yoy 
gave me, and a company that is in that position is bound to have very 
small reserves. So that a company with very small reserves will very 
quickly reach the limits that are in the bill. 

Senator Dovetas. It could be. 

Mr. Beers. That also, I might say, is a company which is extraopdj- 
narily unusual in the life insurance business, and to examine how this 
bill will work for an extreme example of that kind would requir 
more knowledge of the company than I have or probably could get 
from their published reports. 

Might I say that you mentioned that half the undrewriting profits 
were exempt from tax. And may I say that that is true in phag 





Senator Dovetas. Correct. 

Mr. Beers. With a possible tax in phase 3 if it should turn out that 
the other half is really surplus and not needed for actual policyholder 
payments. 

Senator Doveias. Well, but as I understand that, the taxation in 
phase 3 will only apply when the sums are actually distributed o 
when the reserves are equal to 25 percent of the value of the policies; 
is that true? 

Mr. Beers. That is how the bill is written. I think there is anal. 
ternative limit of 

Senator Dove.as. Sixty percent of premiums. 

Mr. Beers. 60 percent premiums. 

Senator Dove as. Well, take the latter and extend it further: 
What is the average surplus of the stock companies, in percentage 
terms? 

Mr. Beers. I don’t know the figures, but my general impression is 
that the average is between 10 and 15 percent. That is a general 
impression. 

Senator Dove.as. So that this surplus of 25 percent is a very liberal 
figure, is it not, and in practice would not be reached in the near futur 
by any appreciable number of companies, isn’t that true? 

Mr. Beers. I agree to what you say, sir. 

Senator Dove.as. So that phase 8 is beyond the horizon, so to speak. 

Mr. Berers. Phase 3, amendment to phase 3 should be—amendment 
to the factors in phase 3 should be carefully considered by your com- 
mittee. 

Senator Dove.as. I mean the present phase 3 is really way off in 
the dim yonder, so to speak. 

Mr. Beers. So far as my own company, that is so. As far as 
most—as far as a great many companies go, that isso. Whether itis 
not so with respect to some companies, I wouldn’t know. 

Senator Doucias. But you say the average is between 10 and 1b 

recent. 

Mr. Beers. Yes. 

Senator Doveias. So roughly you would have to have a doubling 
of existing reserves before this test would apply. 
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Mr. Bzers. I suspect the particular company you mentioned, sir, 
may have a surplus many times over its reserves. _ 

Senator Dove.as. I am speaking now for the industry as a whole. 

Mr. Beers. For the industry as a whole, a are right. , 

Senator Doveras. As the surplus accumulates, what effect will this 
jgve on the market value of the capital stock 

Mr. Beers. There are people in this room much more able to answer 
hat than I. I might say this, that the effect on the market value of 
thecommon stock in contemplation of this law, in my inexpert opinion 
sould be quite different from the effect on market value when it ap- 

red that there was no tax ever payable on such surplus as appears 
nour statement from year to year. This law changes that com- 
pletely. ; ' : 

Senator Doveias. What I am trying to get at is the ultimate 
diects of the bill as it came over from the House. The issue is 
yhether these underwriting gains should be taxed or only half of 
them taxed. 

Now, to the degree to which you have 100 percent deduction for 
mserve accumulations, you get a further tax benefit which is not 
included in the tax bill; isn’t that true? 

Mr. Beers. I am sorry—I don’t follow that. Will you ask that 
again, please. 

Senator Doucias. Let me state that question again. 

To the degree that the bill does not tax operating gains, and hence 
causes the surplus to be greater, will not that tend to cause the value 
ofthe stock in the stock company to be higher than it otherwise would 
bef 

Mr. Beers. I am not at all sure, sir. There is an eventual tax that 
would have to be paid before the increase in surplus could ever be 
aptured by the stockholders. I understand, and I think you will 
find it is true if you investigate it, that in Canada, where the tax 
law is quite different, and where any surplus has to be taxed before 
itcan go to the stockholders as will be the case under this new law, 
the market prices reflect the tax method as compared to the way the 
market prices in the past have reflected what has happened in this 
country. That is, I don’t think that the stock prices will go up the 
way they have in the past, based on increases in company surplus, 

nator Dovatas. The point I am trying to make out of this is 
that this claim that there is sufficient protection because if the surplus 
s distributed, it will be taxed in phase 3, is made partially ineffective 
and is offset by this fact; namely, that if it is not distributed the 
surplus itself rises, the value of the capital stock would rise, and hence 
tt will be possible for the owners to sell the stock and then only pay 
acapital gains tax of 26 percent instead of income tax which might 
be much higher for the higher brackets, or the corporation income 
tax which would be 52 percent instead of 26 percent. 

Mr. Beers. I think the stock analysts in this are smart enough to 
read the law. 

Senator Doveas. My question is: “Is not my surmise correct ?” 

Mr. Beers. I believe not, sir. 

_ Senator Doveras. I would like to have you submit a memorandum 
indicating why it isn’t correct. 
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Mr. Beers. I can tell you now, Senator. The reason is that in th 
future a tax will stand between the surplus and the stockholders which 
does not now stand between surplus and stockholders. 

Senator Doveras. Because half of the operating gains will fy 
taxed. 

Mr. Beers. Whatever operating gains are not taxed ought to 
into policyholders’ surplus, and at that point a tax stands betyeep 
that surplus and the stockholders, and if that doesn’t affect the may. 
ket they are not as smart as I think they are. 

Senator Doveras. Mr. Chairman, I want to say here and now that 
I think the use of the term “policyholders’ surplus” is a very unfor. 
tunate one in the case of stock companies. The questioning yesterday 
clearly indicated that in the case of stock companies this is not poliey. 
holders’ surplus, and I think that we should substitute for this e 
term “surplus,” and then possibly draw a distinction between surplas 
as it applies in the case of the mutuals and as it applies in the cag 
of the stock companies. 

I ask the technical staff, if they are about, to consider that matter, 
and ask the representatives of the Treasury to consider that matter, 

Mr. Beers. May I respectfully disagree? 

Senator Doveras. That is all, Mr. Chairman. 

The Cuarrman. Are there any further questions? 

Senator McCarthy. 

Senator McCarruy. No; thank you very much. 

Senator Lone. Mr. Chairman, may I ask one question of the wit- 
ness? I haven’t asked my questions. 

I would like for you to help me understand the basis upon which 
stock companies are allowed this 10 percent deduction when they 
transfer funds over into the surplus account. This deduction is no 
allowed to mutuals. What is the basis upon which that is justified! 

My impression was that it is justified, but I would like to under 
stand it better. 

Mr. Beers. Well, my reason is the mutual companies do busines 
on a larger premium basis, and return part of that premium to policy- 
holders in the form of dividends. If catastrophe strikes them, they 
can protect themselves; they can protect their ability to carry out 
their contracts by reducing policyholders’ dividends, of course a very 
painful thing to do. 

Stock companies do not have that resource. They, therefore, need 
to carry substantially more surplus or contingency reserves in addi- 
tion to their technical actuarial reserves, than the mutual companies 
need to do, and for that reason, Mr. Mills has said that: 


The stock companies do not have this leeway 
he is referring to the dividend leeway— 


and consequently the bill permits this 10 percent buildup as a contingency fand 
for the business out of taxable income; also of importance to stock companies 8 
a contingency reserve allowed under the bill equal to 2 percent of the premiums 
on group business. 

May I put into the record at this point, lest I be misunderstood 4 
having misstated what I think is the actual effect of the words used 
in the bill, I am afraid that the actual words used in the bill dont 
require that this 10 percent and 2 percent be put into contingency tr 
serves or policyholder surplus funds. I do not defend the allowance 
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these amounts to the companies as additional profits which they 
an pay untaxed. ' 
Senator Lone. In other words, you contend that they are entitled 
»that additional 10 percent deduction only if they actually put that 
into #reserve to protect their policies? ; 
Mr. Beers. That is right, and it ought to be taxed if paid to 
dockholders. 


Senator Lone. This surplus account exists to protect their policy- 
\ders. 

At. Beers. If the policyholders don’t need it, as they probably will 
gme day due to some catastrophe that I don’t foresee, they can pay 
ittostockholders, but only after having it taxed. 

Senator Lone. Let me ask you this: Is there any basis by which a 
gutual company, by virtue of charging these larger premiums, or for 
gme other reason, would earn larger deductions than a stock com- 
pny, Which might also contribute to this problem 

ur, Beers. I hadn’t thought of any. 

Senator Lone. Yes. In other words, as far as you are concerned, 
the basis for that 10 percent is that the stock companies charge a 
remium which is estimated to be a premium to protect the policies, 

t they have to have a surplus in the event that their losses run 
igher than they anticipate 4 

r. Beers. As soon as we make money on any class of policies so 
that we develop a surplus on that class, if we are going to be faithful 
ioour trust we have to put that money into surplus to hold for policy- 
holders until it amounts to something substantial, and it is only after 
that that we can pay dividends to stockholders, and we have to be 
fsithful to our trust because we are dealing with people who pay us 

iums for 10, 20, 30 years to protect their families. We are in a 
fiferent position from corporations that are not charged with that 
public trust. 

Senator Lona. Do I correctly understand you that speaking for 
your company, which is one of the larger among the stock companies, 
you personally would not insist upon that 10 pee allowance un- 
less the 10 percent actually were put into surplus for just that pur- 

? 

Mr. Beers. That is my stand. 

Senator Long. Yes. But your feeling is that for failure to have 
something of this sort you are at a very substantial competitive dis- 
advantage with the mutuals, because by charging higher premiums 
and annually remitting back these dividends to the policyholders, 
they, in effect, are holding this surplus which you otherwise would 
not have # 

Mr. Beers. Yes, sir; I agree to that. 

Senator Lone. Yes. 

Senator Smatruers. Mr. Chairman, may I ask one more question ? 

The Cuarrman. Senator Smathers. 

Senator Smaruers. In phase 3 where we have what amounts to a 
deferral of the tax on 50 percent of the net operation income as I 
understand it it is your position that you do not think that should 
be taxed because, first, it 1s a deferment, and then for the reason that 
Senator Long says you need to have this surplus in the event of some 
catastrophe, which of course mutual companies have by virtue of 
their larger premium payments. 
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What effect would the 25-percent limitation have on the surplus of 
your company ¢ 

Mr. Beers. I think that if this law had been in effect from the be. 
ginning, and disregarding the difference in taxes that we would haye 
paid, that we would have about half of that amount now. 

Senator Smaruers. What is the situation with respect to some smal] 
companies, some of the small companies that are just newly in the 
business, would it be correct to say they would not even be up as high 
as you with respect to the 25-percent limitation ¢ 

Mr. Beers. A good many of them would be a lot lower. 

In fact, those that have been in existence only for a few years jp 
many cases will have less surplus than their stockholders originally 

aid in, and by the way, this policyholders’ surplus fund ought to 
be so fixed that if stockholders pay surplus into the company they 
get credit for it. ’ 

Senator Smatuer. So that actually in your judgment this limita. 
tion will have no bearing as a practical matter for a number of years 
to come ? 

Mr. Beers. The precise ceilings which are stated in the bill would 
not. I donot defend those precise ceilings. 

Senator Smatuers. Would you explain to me, how the 60-percent 
limitation of the total amount of premiums in any 1 year would work? 

Mr. Beers. A company which had a lot of term business, possibly 
group life insurance, possibly accident, health, possibly credit ingur- 
ance, would have quite small reserves compared with premiums, and 
consequently, 60 percent of premiums would be a larger margin for 
them than would be 25 percent of reserves, and in the case of a com- 
pany like that, the ceiling would be 60 percent of premiums. 

Senator Smatuers. Then your general conclusion is that these 
limitations are limitations of safety and solvency for companies rather 
than a tax dodge, to improve the position of your shareholders in 
your company ? 

Mr. Beers. The ceiling should be so fixed that they meet the test 
which you have stated ; yes, sir. 

Senator Smatuers. Well, do you think these ceilings do meet that 
test? That is my question . 

Mr. Beers. I think they are on the high side. 

Senator Smaruers. You mean by that that they are on what we 
would say is the conservative side with respect to the policyholders; 
they overprotect, they lean, if they are weighted they are weighted 
on the side of the policyholders rather than the stockholders? 

Mr. Beers. That is correct; they are weighted on the side of the 
policyholders; yes, sir. They are not weighted on the side of the 
Treasury. 

Senator Smaruers. Well, how about the stockholders ? 

Mr. Beers. They are liberal to stockholders, sir. 

Senator Smaruers. They are liberal as far as the stockholders are 
concerned. 

You would think that there would be no great objection made if this 
commitee changed those limitations in some respects, lowering them, 
we will say, from 25 percent to 10 percent ¢ 

Mr. Beers. I would prefer not to state a precise figure; otherwise 
I say “Yes.” 
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Senator Smaruers. Otherwise you would say what? 

Mr. Beers. Yes, sir. 

Senator Smatuers. That is all. 

The CHAIRMAN. Senator Gore. 

Senator Gorge. Mr. Chairman 

Mr. Beers. Excuse me. Somebody has just reminded me, that you 
should watch the needs of the new company, if you change these 
eilings. 

Senator SmatTuers. Yes. 

Mr. Beers. Because the new company needs special consideration. 

Senator Gore. Mr. Chairman, intteotamataty another meeting of the 
Atomic Energy Committee required my absence from this committee, 
md I haven’t had an opportunity to hear all of this gentleman’s 
testimony. Therefore, I am at a loss to know just what has been 
covered. 

I have one question. I am sure I would have had more if I had 
heard all of your testimony, because you are an able witness. 

Before I depart, in response to Senator Kerr you assumed an in- 
sance in which the surplus and miscellaneous funds were in propor- 
tion to the reserve funds as 40 is to 100. 

How does that compare with the proportion in relationship to your 
own company today ? 

Mr. Beers. I don’t know, sir. 

Senator Gore. Thank you. [Laughter.] 

Let me ask you, is there one here on your staff who would know? 

Mr. Beers. No; I have no staff here. Let me think a minute and 
maybe I will recall what the answer is. 

nator Gore. What I really am—— 

Mr. Beers. 30 to 70—the relationship is somewhere between, I guess 
around 70 to 75 percent reserves and the rest, other funds, I guess, I 
tan try to answer the question 

Senator Gore. How would this proportion which you assumed, 40 
to 100, compare with the industry, would you have an idea on that? 

Mr. Beers. I don’t know that, but it may be that the staff does know. 

Senator Gore. What I am trying—let me come to the point I am 
trying to lead up to. My questions are clumsy and your answers 
inadequate. 

Mr. Beers. I am very sorry. 

Senator Gore. Well, I mean that kindly, you don’t have the infor- 
mation, and I don’t blame you for that. 

What I am trying to get at is whether or not this bill would pro- 
vide both an rere and a temptation for companies to make 
arbitrary, or otherwise, shifts to the reserve account in order to take 
advantage of the deductions for reserves, thereby lessening what their 
taxes otherwise would be. 

Mr. Beers. There will be a tendency for this law to influence com- 
panies in fixing their reserve assumptions in determining how much 
money they are going to put in reserve. I don’t think there will be a 
tendency to influence the companies to set up higher reserves, or 
lower. I think that decision would be made much more nearly on 
straight business principles regardless of taxes. 

But there will be some tendency to be more conservative with re- 
spect to mortality, and less conservative with respect to interest, be- 
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cause that will be of some slight assistance to them in connection with 
taxes, although it will be so slight, it is hardly worth all the calcula. 
tions it will take. 

Senator Gore. Well, you have these mathematicians employed 


anyway. 

Mr. gers. Yes; and we haye some machines to help them, sir, 

Senator Gore. Well, we have only one in this committee. 

It seems to me you have answered me both ways. In the first in. 
stance you said “No”, and in the second instance you said “Yes”, al. 
though it might not be worth the cost. 

Mr. Beers. I first said that I didn’t think companies would increase 
the aggregate amount of reserves merely to save taxes, and in the sec- 
ond nee, I said that the amount of reserves they do set up will be cal- 
culated by different formulas that produce about the same result, but 
they will tend to pick formulas more conservative on mortality and 
less conservative on interest, because that will tend to reduce their tax 
slightly. 

t is like in our personal life trying to spend money to meet our ex- 
penses by reducing our income instead of by increasing our personal 
expenses, because if you reduce your income you save the taxes on it, 
while if you increase your personal expenses you don’t. It is that kind 
of an effect. 

Senator Gore. Then you have said “Yes” and “No”, slightly. 
[ Laughter. ] 

Mr. Bererrs. I should like to submit, sir, that I have answered two 
separate questions. 

Senator Gore. Well, I submitted one. [Laughter.] 

Mr. Beers. One very good question, which I interpreted as being 
a compound question. 

Senator Gore. Well, I didn’t ask you—of course, you are at liberty 
to place your own interpretations on the question, but if I asked one 
compound question, I didn’t realize it, I assure you. 

I em a note that during my absence you suggested that the so- 
called 10 percent compensating deduction and the 2 percent be treated 
for tax purposes similarly to the policyholders’ surplus, so called. 

Mr. Beers. I referred to Congressman Mills’ explanation of those 
factors and said that I agreed with his explanation, and that the only 
inference I could draw from it was that those factors should be treated 
that way. Thatisa long way of saying “yes,” sir. 

Senator Gore. I am making remarkable improvement. 

Thank you, Mr. Chairman. 

The Cuarrman. Senator McCarthy. 

Senator McCarrny. I have a question with regard to this 10 percent 
deduction they are talking about. 

Is there a possibility of some discrimination between a stock com- 
pany with an underwriting gain, as opposed to one with an under- 
writing loss in the application of that, when you move from one phase 
to the other and back again ? 

Mr. Beers. That is a little too subtle for me. I just don’t know. I 
can see both sides of that question. 

Senator McCarruy. Is there a possibility that there might be? 

Mr. Beers. I take nostand on it. I don’t know. 
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We will have an operating gain under normal circumstances larger 
than our taxable investment income, and therefore it would affect us 
thesame either way. 

Senator McCarruy. That is all, Mr. Chairman, thank you. 

The CuarrmMan. Mr. Beers, I want to thank you very much for 

your testimony. I think you have been fair and frank. 
’ Before these hearings started the Chair was approached by the in- 
surance representatives asking for full hearings 13 reason of the fact 
that hearings have not been held in the House on this bill, and search- 
ing hearings, and I think you will agree today that the hearings have 
heen very searching. 

Mr. Beers. I hope that I have been helpful, sir. 

The Cuatrman. [think you have, sir, and thank you very much. 

Our next witness is Mr. Paul E. Martin, the Ohio National Life 
Insurance Co. 

I would like to say, Mr. Martin, that Senator Lausche has called me 
and said that you had a particular problem to present. 


STATEMENT OF PAUL E. MARTIN, ADMINISTRATIVE VICE PRESI- 
DENT, THE OHIO NATIONAL LIFE INSURANCE CO., ACCOMPANIED 
BY WILLIAM J. SCHMID, GENERAL COUNSEL 


Mr. Martin. Thank you, sir. 

Mr. Chairman and members of the committee, I am Paul E. Martin, 
administrative vice president of the Ohio National Life Insurance Co., 
of Cincinnati, Ohio, I appear here on behalf of that company, in place 


of our president, M. R. Dodson, who could not be here because of a 
prior commitment out of the country this week. 

We wish to point out that the proposed bill relating to the taxation 
of the income of life insurance companies fails to give adequate con- 
sideration to the situation of any stock company in the process of 
mutualization (conversion to a mutual company). This is especially 
true if retirement of all outstanding shares would have reduced sur- 
plus funds of the company below an amount considered adequate to 
safeguard against contingencies, and if for that reason the company 
embarked upon a plan of stock retirement gradually over a period 
of years, with funds to be provided out of current earnings. 

A specific example as it applies to the Ohio National Life Insurance 
Co, will be used to illustrate this point. 

The stockholders and policyholders of Ohio National Life agreed 
upon a mutualization plan in 1941. The price was set at $40 a share 
for the 82,858 shares outstanding, involving a total payment of 
$3,314,320. This sum amounted to slightly more than the combined 
capital and surplus of the company existing at that time. To main- 
tain an adequate operating surplus, the mutualization plan contem- 
plated an annual retirement. of shares, by lot, to be paid for out. of 
current earnings. During the mutualization period, stock dividends 
were limited to $1.25 per share. 

After several years’ delay due to litigation which was resolved in 
the company’s favor, the plan was formally approved by the superin- 
tendent of insurance of Ohio in 1949 and shares have been called 
annually since that time. During the 9 years ending with 1957, earn- 


ngs totaling $2,481,440 were used to call 62,036 of the outstanding 
shares. 
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The cost of retiring shares called in 1958 was $279,840 and all re- 
maining shares were called on January 5, 1959 for retirement Febru. 
ary 5, 1959, at a 1959 cost of $553,040. The total cost for the 2 years 
combined is $832,880. Were it not for these mutualization costs 
most, if not all, of these required dollars would have been disbursed 
through an increased schedule of dividends to policyholders. Such 
did not occur because policyholders’ dividends were maintained at a 
level which would avoid a reduction in the ratio of surplus to assets, 

The proposed bill provides for a deduction of dividends to poliey- 
holders—sections 809(d) (3) and 811 (a) and (b)—in the determina- 
tion of gain from operations. In our opinion, if gain from operations 
is to remain as a part of the tax base, a deduction also should be per- 
mitted for payments (other than dividends) to stockholders under a 
mutualization program committed for by the company prior to the 
effective date of this legislation. Such payments represent a liability 
to the company equal to the balance of the purchase price for re- 
maining shares agreed upon under the mutualization laws of the State 
of domicile. Surely there is as much reason to permit a deduction for 
such required payments as for policyholders’ dividends which are not 
guaranteed. 

Unless some relief is provided, the proposed bill assumes a retro- 
active aspect. To the extent that capital is retired after 1957, a tax is 
incurred on operating earnings used for this purpose. In the case of 
Ohio National Life, this tax totals $216.548.80 for 1958 and 1959 com- 
bined, since our gain from operations substantially exceeds our taxable 
investment income. Had such a tax been contemplated at the time the 
mutualization plan was committed for, a lower price might well have 
been fixed in the plan for retirement of the stockholders’ interest, 

As a matter of fact, Ohio National Life’s Federal income tax would 
be more than doubled from 1957 to 1958. We are particularly hard 
hit by the so-called phase 2 of the bill; yet we issue no specialty busi- 
ness. Our operations are limited to participating ordinary insurance 
and a very small amount of group. 

While we firmly believe relief should be granted in the case of prior 
commitments made under a mutualization plan—and this next state- 
ment is an aside—we would also like to respectfully draw attention 
to the fact that phase 2 of the proposed tax method in its present 
form may constitute a serious deterrent to future mutualization of 
stock companies. We doubt if this was the intention of its authors. 

The relief which I speak of in the case of a mutualization plan 
committed for prior to the effective date of this bill could be provided 
by inserting an additional deduction in subpart C, “Gain and Lass 
From Operations.” 

We would be happy to assist the staff of the committee in any way 
in which we can in the wording of such a provision. 

The Cuarmman. Thank you very much, Mr. Martin. 

Will you submit in writing your proposed amendment ? 

Mr. Marttn. Yes, sir. 

The Cuarrman. Will you submit that in the form of an amend- 
ment ? 

Mr. Martin. We will be glad to do that. 

The Cuarrman. Senator Douglas, any questions? 

Senator Dovetas. No questions. 

Mr. Martin. Thank you very much, sir. 


n 


- 
n 





ll re- 
ebru- 
years 


areed 


Such 
lata 
issets, 
licy- 
mina- 
ations 
@ per- 
der a 
to the 
bility 
or re- 
State 
on for 
re not 


retro- 
tax is 
‘ase of 
9 com- 
axable 
me the 
11 have 
est, 

would 
y hard 
y busi- 
urance 


f prior 
t state- 
tention 
present 
tion of 
uthors. 
mn plan 
“ovided 
1d Loss 


ny way 


:umend- 


TAX FORMULA FOR LIFE INSURANCE COMPANIES 283 


(Mr. Martin subsequently submitted the following for the record :) 


ProposED AMENDMENT TO H.R. 4245, To CorrEcT THE RETROACTIVE ASPECT OF THE 
BILL As IT AFFECTS A LIFE INSURANCE COMPANY IN PROCESS OF MUTUALIZATION 
UNDER A MUTUALIZATION PLAN COMMITTED FOR PRIOR TO THE PROPOSED EFFEC- 
qTIve DATE OF THE BILL 


In subpart C, “Gain and Loss From Operations,” section 809(d), an addi- 
tional deduction should be inserted immediately following paragraph (8) at 
the bottom of page 24 of the February 9, 1959, print, as follows: 

“(9) Any distribution during the taxable year to shareholders in acquisition 


| of stock pursuant to a plan of mutualization agreed upon prior to January 


1, 1958, under the mutualization laws of the taxpayer’s State of domicile.” 
The above addition would require the following changes on page 25 of the 
February 9, 1959, print of the bill: 
Paragraph (9) of section 809(d) would be renumbered as paragraph “(10)”. 
The reference in the first sentence of section 809(e), to subsection (d) (9), 
would be changed to refer to subsection “(d) (10)”. 


Senator Bennerr. Mr. Chairman, at this point in the hearing, if 
there is no objection, I would like to have inserted the statement of 
Mr. Carl A. Hulbert, insurance commissioner for the State of Utah. 
Mr. Hulbert, before assuming his present important position, was a 
very prominent and highly respected attorney with many years of 
experience in the field of insurance law. I am confident that his 
statement was prepared only after he had carefully examined all 
facets of the tax bill we now have under consideration, and how it 
might affect the State of Utah and insurance companies doing busi- 
ness in the Beehive State. 

I hope that all members of the Finance Committee will read and 
give full credence and consideration to the suggestions and recom- 
mendations contained in Mr. Hulbert’s excellent statement. 

(The statement referred to is as follows:) 


STATEMENT BY CARL A. HULBERT, COMMISSIONER OF THE DEPARTMENT OF 
INSURANCE OF THE STATE OF UTAH 


Mr. Chairman, I had originally hoped to be able to appear in person to ex- 
press my views on H.R. 4245 but due to the long distance involved and the 
press of business in my department it has proved impossible for me to do so. 
At Senator Bennett's invitation I am taking the opportunity of expressing 
myself by means of this statement. 

At the outset, I want to assure you that I have no intention of attempting to 
tell the distinguished members of the Finance Committee how to write a tax 
bill or how to tax life insurance companies. I don’t profess to be a tax expert. 
It is my firm opinion that all of us must bear our fair share of the tax burden 
and life insurance companies are no exception. I am concerned, however, over 
certain provisions of the bill. 

It is my understanding that, under the bill, companies are allowed a tax 
deduction for amounts required to maintain actuarial reserves. Such a pro- 
vision is sound. However, I understand that amounts placed in other reserves 
which are required by a State department insurance may not be deductible. I 
think this is unfortunate and feel that the Senate Finance Committee should 
correct this oversight. 

For example, under Utah law, it is the duty of our department of insurance 
to assure the financial stability of life insurance companies operating within 
the borders of our State. Our department requires the filing of annual reports 
reflecting the operations and financial condition of each company licensed to do 
business in the State of Utah. The report is a standard one and the form 
is endorsed and approved by the National Association of Insurance Commis- 
sioners. In order that policyholders in Utah may be fully protected, we find 
it necessary to insist that companies maintain reserves adequate to protect 
policyholders. The Utah law does not require companies to maintain any 


_— whatsoever for annuities, disability benefits, or accidental death ben- 
efits. 
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So these reserves which companies set up are not reserves required by law 
Therefore a company would have to throw out these reserves in computing 
their gains from operations for purposes of estimating their taxes under this 
bil. This would penalize a company for complying with a commissioner's 
order. These reserves are necessary for a sound company operation. At 
present, I have a bill before our legislature, now in session, which would make 
these reserves required by law but whether or not this bill will become law jg 
a moot question. 

I am confident that there are at least a half a dozen States that do not haye 
statutes requiring reserves for these classes of insurance. Not all of these 
reserves are actuarial reserves. For example, a common reserve required by 
my department is a security valuation reserve. This is a reserve set up on the 
books of each life insurance company as a hedge against security losses. There 
are other similar reserves and it is a part of my job as State commissioner 
of insurance to insist that companies maintain different types of reseryeg jp 
order that policyholders may be protected. 

I believe that the creation of reserves and additions to reserves which are 
required by a State insurance department should be a deduction from grogg 
income for tax purposes. Unless the Senate changes the bill to specifically 
provide for this, I think that our decision as to the type of reserve required and 
the amount of such reserves may be ignored for Federal tax purposes, and 
that companies complying with our orders may incur the penalty of disallow. 
ance of a tax deduction. 

I think it highly probable that our rulings as to the amount of such reserve 
will be challenged by the Treasury Department. For example, I find that 
rulings issued by other regulatory agencies have been ignored by the Internal 
Revenue Service in computing tax liability. (See Gulf Power Company in 10T.C. 
and National Airlines in 9 T.C.) 

I think the implications raised by these cases should be borne in mind by the 
committee when it begins its deliberations in executive session on this bill. 

I was heartened to read the colloquy between Representatives Simpson and 
Mills concerning the usurpation of State regulatory power on page 2346 of the 
Congressional Record of February 18. Mr. Mills said: 

“* * * We are trying to preserve as best we can in this bill the management 
of this industry in the hands of the State regulatory agencies and not to change 
in any way that situation so as to turn over to the Commissioner of Internal 
Revenue, the Secretary of the Treasury, or anyone else in Washington the regn- 
latory authority.” 

Despite this assurance I think the provisions of the bill encroaches upon our 
regulatory powers. In my State of Utah the income received from the payment 
of premium taxes is the seventh largest source of revenue. I think it highly 
probable that my State will have to increase the premium tax in the near future. 
I needn’t spell out for you the effect the tax proposed by H.R. 4245 will have on 
any attempted increase in the taxation of premiums. I cannot believe that the 
Congress of the United States would deliberately infringe upon the powers of the 
various State departments of insurance in protecting the interest of policy- 
holders everywhere. I do think, however, in view of the possible tax effect of 
some of our rulings with respect to contingency and other reserves, that the 
Finance Committee should make it abundantly clear that the authority of State 
insurance departments to regulate and control the reserves of life insurance 
companies be maintained and recognized for tax purposes. 

Under the provisions of the McCarran Act, the Congress receded to the vari- 
ous States the right to regulate the insurance business. I do not want the Me 
Carran Act repealed by implication or by placing the Treasury Department in a 
position of being a coregulator of insurance along with the State departments. 

As administrator of State government I feel it is my duty to express my 
opinion of H.R. 4245 to the committee and ask that you consider some amend- 
ments which will protect State’s rights. Specific statutory language should be 
inserted in H.R. 4245 which will insure that the right and duty of a State 
commissioner of insurance to regulate all reserves and otherwise control the final 
cial operations of a company subject to his jurisdiction cannot be challenged 
by the Treasury Department. It should be made perfectly clear that the Com 
missioner of Internal Revenue has no authority to question the existence of o 
additions to any reserve required by a State insurance department. 

I deeply appreciate the opportunity of having my comments made a part 
of the hearing record and want to thank the committee for their consideration 
of this statement. 
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The CrarrMan. The next witness is Mr. Francis V. Keesling, Jr., 
of West Coast Life Insurance Co. 


SATEMENT OF FRANCIS V. KEESLING, JR., FIRST VICE PRESIDENT 
AND GENERAL COUNSEL, WEST COAST LIFE INSURANCE CO. 


Mr. Krestine. Mr. Chairman and members of the committee, my 
mmeis Francis V. Keesling, Jr., first vice president and general coun- 
glof West Coast Life Insurance Co., a stock company with home 
gfice at San Francisco, California. I am appearing here on behalf 
ofmy company, and I appreciate this opportunity to come before you. 

First of all, Mr. Chairman, I am happy to be here to participate in 
thechristening of this new committee room. 

However, I hope that the limited number of chairs in relation to 
the number of life companies is no indication that the mortality under 
the final legislation will eliminate us to the extent that this room will 
he more than ample to accommodate the life insurance industry at 
future hearings. 

Senator Doveias. Do you think there is such a danger ¢ 

Mr. Kerstin. I hope not, sir. When the bill—— 

Senator Dovetas. In its present form do you think there is such a 
danger ¢ 

Mr. Kerstine. Frankly, Senator, I have not yet been able to under- 
sand clearly all of the provisions. 

I believe from my testimony that some of these items that have been 
brought out here are so confusing that the committee may decide that 
itshould go into more amendments or perhaps, even some different 
form. 

When I came up here on the Hill as liaison officer for the Selective 
Service System during the years 1940-45 and later for the city and 
comty of San Francisco respecting its Washington problems, I 
learned that I could be of greatest help to the committees, as well as 
bing most effective, by laying the facts out on top of the table— 
analyzing them, and then considering various possible solutions— 
jointly with the committee. I shall try to do that today. However, 
I find it won’t be necessary to present all of my statement in view of 
what has already been presented by other witnesses. With your per- 
mission, I shall however make a few additions. 

Mr. Chairman, I am fully aware of the gigantic task and responsi- 
bility this committee has in trying to maintain a tax structure that 
will produce the vast amount of taxes required for survival in this in- 
ternational and space age, a tax structure which will fall fairly and 
equitably on all taxpayers. I am equally aware that this committee, 
Mr. Chairman, desires to obtain from the life insurance industry seg- 
ment of that overall tax structure an amount of tax that will be large 
enough in relation to taxes paid by others, and yet which will not, 
when added to the heavy State taxes, impair the industry and ad- 
versely offset the national economy. 

Also, I am sure that this committee, in accord with the position 
and philosophy repeatedly expressed for many years by Members 
of Congress, and by both mutual and stock companies, desires to have 
a tax bill that will continue, and that will not upset, the competitive 
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balance between mutual and stock companies. It is my sincere belief 
that my comments fall within those principles and goals, 

You will obtain from the testimony presented before this committee 
and also before the House committee, considerable data on the } 
amount and heavy impact of the taxes levied by the States. I sh: 
therefore not duplicate, but shall merely supplement, that data with 
some statistics obtained from a recent survey of taxes levied on life 
insurance companies in ve with taxes levied on other cor- 
porations. At this point, Mr. Chairman, I respectfully request that 
this schedule and explanatory material be incorporated in the record, 

The CHarrMan. Without objection. 

(The schedule referred to is as follows :) 
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Mr. Kerestina. The schedule is pertinent to the principle that jp 
considering both the size of the tax and the method of levying the ta 
the amount and impact of State taxes must be evaluated. This datg 
discloses that after making adjustment for personal property taxes 
and other exemptions, the State of California taxes life insurance com. 
panies much more heavily than other companies. 
are taxed as much as 500 percent more. 

Senator Cartson. Mr. Chairman, I wonder if I could interject 
there ; what is this 500 percent more, of what? 

Mr. Keresurnc. More of taxes than they tax others. 

Senator Cartson. On what basis ? 

Mr. Keestrne. In the schedule, sir, if you will refer to the schedule, 
you will see that general corporation taxes, the general corporation 
tax rate, is 4 percent, and the average on the top line there for life com- 
panies, taking 21 of them, is 25 percent, and so the actual tax is 500 
percent differential. 

Senator Dovetas. Will the Senator yield? 

Senator Carson. Yes. 

Senator Doveias. May I ask if there was any difference in the tax 
on general property of ordinary corporations and life insurance com- 
panies? Don’t the other corporations have to pay taxes on land, 
buildings, and equipment? 

Mr. Keestine. That is right, sir, and that was taken 

Senator Doveias. What about the life insurance companies? 

Mr. Keestine. They would have an offset on their real property 
taxes and also on their personal property. 

Senator Dove.ias. You pay atax on your general property—— 

Mr. Kerstinc. We pay no personal property taxes, and there isa 
home office real estate offset against premium taxes. 

However, those were taken into consideration in formulating these, 
and with respect to the amount of personal property taxes on the life 
companies, it was very, very small. 

Senator Doveias. What I was trying to get at is whether these 
would modify that, this 5-to-1 ratio that you mentioned ? 

Mr. Keestrne. It is my understanding that that was taken into 
consideration in connection with it, sir. 

Senator Dove.as. Are you certain of that? The figure which you 
gave us was 4 percent, and what—25 percent ? 

Mr. Kerstinc. Yes. This was—— 

Senator Doveras. And that the tax on real estate and personal 
property differential is what percent then ? 

Mr. Keestine. It is my understanding from the people who pre- 
pared these statistics—and there is a voluminous amount of material 
on it—and if the committee is interested in knowing how they were 
formulated, that data could be made available, that the figures in the 
schedule are the net results after allowing for all personal property 
and real property variations insofar as the life companies are con- 
cerned. Therefore, after adjusting for that, the figures of 4 percent 
for general corporations and 25 percent for life insurance companies 
are the end result. 

Senator Doveras. I wonder if you would be kind enough to do that 
and produce the supporting evidence which indicates the relative 
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neral and personal property taxes paid by corporations in general, 
and life insurance companies as well. 

Mr. Kresiina. I would be very happy to do that, Senator. An 

I would suggest, however, that you might not want to have it in- 
crporated in the record because I understand it is about a foot thick. 
Senator Doucias. Could you summarize it; could you give a sum- 
mary statement—— 

Mr. Kresurna. Yes, sir. 

(The explanation subsequently submitted by Mr. Keesling is as 
follows :) 


EXPLANATION OF SCHEDULE SHOWING COMPARATIVE TOTAL STATE OF CALIFORNIA 
TAxES AS AMONG LIFE INSURANCE COMPANIES, COMMERCIAL BANKS, AND OTHER 
CORPORATIONS 


This study compares the total tax impact of California taxes on life insurance 
companies with California taxes on regular corporations and also on commercial 
banks. Twenty-one companies having over 75 percent of the life insurance in 
force in the State of California were used in the study. The necessary informa- 
tion was obtained from two sources: 

1. The annual statements of the various insurance companies from the files 
of the California insurance commissioner ; 

2. Photostatic copies of the tax assessment role. This tax assessment role is 
in essence a copy of the premium tax return filed by all companies doing business 
in the State of California. Permission to make copies of this material was 
granted by the California State Board of Equalization for this purpose. 

In order to make the study as conservative as possible, the net gain from opera- 
tions of a life insurance company Was treated as if it was substantially the equiva- 
lent to profits. In our opinion net gain from operations greatly overstates the 
profit of a life insurance company and therefore it could be contended that the 
effective tax rates shown for a life insurance company should be even higher than 
those set forth in the schedule. 

The basic computations were made pursuant to two different methods. First 
it was assumed each life insurance company did its entire business solely within 
the State of California. Second, a part of each life insurance company’s net gain 
from operations was allocated to the State of California in proportion to Cali- 
fornia premiums. This allocation was broken down by the type of business; 
namely, life insurance, annuity contracts, and accident and health business. 
These two methods served as a check against one another and, as the schedule 
reveals, each method resulted in an effective tax rate that is substantially 
the same 

Since there is a dispute among students of the subject as to whether or not 
capital gains are in fact income, each of the above methods were broken down 
into two parts—one which includes capital gains as income, and the other which 
excludes it. 

In the State of California a life insurance company is allowed to deduct from 
its premium tax that portion of its real estate taxes attributable to its principal 
oflice in that State. An appropriate adjustment was made for this deduction 
which, in effect, reduced the tax impact. This adjustment varied from one com- 
pany to another depending on the size of their principal office in California. 

Adjustments for personal property taxes were deemed unnecessary after a 
detailed study was made of one large California company. In this case, all per- 
sonal property owned by that company (the largest in the State of California) 
was valned and a computation of the personal property tax was made. This 
computation revealed that if the personal property tax was applicable to life 
insurance companies, the tax would be only approximately $25,000 out of a total 
tax of approximately $3,400,000. 

In view of this very small impact of the personal property tax, it would have 
no material bearing on the total tax rates. That fact plus the fact that a com- 
putation would have had to have been made separately by each individual com- 
pany, caused the chairman of the study group to decide that the personal property 
tax should not be computed or included. 


Mr. Krestina. I would like to say, Senator, further in answer to 
your question that, frankly, I was amazed when I was shown this ma- 
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terial. It was worked out in California in conjunction with two com. 
anies, two of the largest companies in California, Pacific Mutya] 
aife Insurance Co. and Occidental. 

The Council of State Governments should be interested in this, 
so I talked with them and asked that they furnish comparable data 
for other States. | 

As you know, Mr. Chairman, there is a Joint Federal-State Action 
Committee composed of the Governors of the respective States, and 
also of appointees of the President of the United States, including the 
Secretary of the Treasury, Secretary of Health, Education, and 
Welfare; the Secretary of Labor, and others. 

When I talked with Mr. Charles Schwan of the Washington office 
of the Council of State Governors recently he told me that the joint 
committee has not made study of this as yet—I assume because there 
has been no major problem on it before—or no one has brought it up, 

He said, however, that it is a proper study to be referred to it, 
I respectfully suggest that it would be very pertinent to this study 
and this consideration that this committee make a request on the 
Secretary of Treasury to have such a study placed on the agenda 
of that joint committee, sir. 

That excess and differential in taxes in California is quite under- 
standable when the historical background and reasons are considered, 
Traditionally, the area of taxation of life insurance companies has 
been left preponderantly to the States. Case law and statutory law 
have recognized that. As a result, the State moved into that area 
and taxed it much more heavily than other corporations. Conse- 
quently, I respectfully request that this data be given careful con- 
sideration; and I know that your committee will do that. 

It has a pertinent connection with the supplemental statement of 
10 members of the House committee appearing at pages 87 and 88 
of the House report, and comments by some of them on the House 
floor. 

H.R. 4245 now appears to be a total income tax bill—at least on 
stock companies. Therefore, to equalize the overall Federal-State 
tax as between life companies and other naman ae appropriate 
consideration should be given by the Federal Government to the fact 
that California and other States tax life companies more than other 
companies. 

As you know, Mr. Chairman, there is an analogy in the partial 
credit for State death taxes granted by section 20111 against the 
Federal estate tax. Also, I understand that the President’s budget 
message this year has recommended that States taxes on telephones 
be allowed as a credit against the Federal communications tax. 

I am told by industry technicians that although step 2 (subpart 
C) of the bill technically appears to apply to both mutual and stock 
companies, in actual practice it will apply almost solely to stock 
companies and some small mutuals. Therefore, to partially equalize 
that differential, it would seem advisable to make any adjustments 
for the impact of State taxes, in step 2 (subpart C), where some 
adjustment is already made. That is where the premium tax adjust- 
ment is at the present time. 

One way of doing it, which I would suggest for the consideration 
of this committee—there may be some other way—would be to shift 
a portion of the present deduction of State premium taxes so that 
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y percent or some other percent of it would be changed from being 
sdeduction from taxable income of step 2, to being a credit against 
the step 2 tax. If mutuals in fact, rather than in form, are made sub- 
et to the step 2 tax, this credit and other credits in step 2 would be 
svailable to them also. 

Frankly, I am quite concerned because, if what I have been told is 
errect, and not being an actuary, and not being familiar with many 
of the intricacies of this bill, I cannot verify this, but from some of 
the information I have heard around here since I have been here, and 
sso from talking with my own actuary—and he is not here with me 
~ I have to rely on others while I am here—the information that I 
jave gotten is that there can be a present and future competitive ad- 
vantage to the mutual companies, and competitive disadvantage to 
the stock companies. 

Mr. Chairman, I respectfully request that your committee examine 
into the intricacies of this bill and make appropriate adjustments so 


| that the competitive balance will not be upset. 


Regardless of the amount of the tax on my company, and I want to 
gress that, regardless of the amount of the tax on my company, or 
amy other stock company, even if it be increased tremendously, it is 
vital to the future of existing stock companies, and to the creation and 
continuance of new stock companies, that the expenses of stock com- 
panies not be increased by taxes which are not also imposed on 
mutual companies or, conversely, any taxes imposed on underwriting 
and other profits of stock companies should also be imposed on com- 

rable profits of mutual companies, even though passed out to policy- 
iders, 

From the testimony already presented at these hearings, it seems 
to me that the tax does not fall with such equal impact, in view of 
the fact that one group apparently—it has been very apparent at 
these hearings—seeks deductions under step 1, while another seeks 
deductions under step 2. So long as the step 2 tax does not in fact 
fall on mutuals as heavily as on stock companies, mutuals and stock 
companies, not only now but it is my opinion in the future, although 
supposedly in the same boat, will be rowing in different directions. 
If so, that is not healthy for the mutuals, the stocks, the Congress, or 
the economy. 

Not being an actuary, I cannot give you the details concerning this 
point. I am merely passing along what my company’s actuary and 
some of the other technical men tell me. I reshenttally suggest, there- 
fore, that you have your committee examine into this question. 

Maybe our predecessors in Congress and in the industry were not 
entirely stupid when they proposed the distribution on the basis of an 
investment. income excise tax bill after they decided what the total 
income tax was supposed to be. At least that does not bring about 
this condition of pulling and hauling and rowing in different 
directions. 

This is a very unpleasant assignment to come up here and say what 
Ihave just said, because I have many, many friends, some of my 
closest friends, among the mutual companies. 

Regardless of how this bill comes out, I know that we are still going 
to be friends, but I dislike to have anything of this nature coming 
into the picture, not just because of the friendship aspect but because 
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I sincerely believe that it will adversely affect all concerned, not 
merely the industry but the economy. 

Mr. Chairman, it is at this point where page 6 would normally g 
pear, and it is my intention to include at this point an additional point 
that I would like to make. 

I am sure that all stock life insurance companies would be adversely 
affected by any material change in the ratio of the total tax paid by 
stock and by mutual companies. x 

The ratio has been stated roughly to be 25 percent paid by stocks 
and 75 percent paid by mutuals. 

Of course, this new bill necessarily changes the ratio somewhat, 
The reason is that stock life insurance companies will pay under 
phase IT as well as under phase I, as I have already mentioned, and 
mutual life insurance companies will pay little or nothing under phase 
II, according to the figures I understand the individual company 
statistics show. 

Any tax under phase III is payable only by stocks, as has beep 
indicated here. 

On Wednesday you heard mutual company witnesses testify about 
phase II discriminating against them. This is just a little hard to 
understand, as the real discrimination is that they do not pay the phase 
II tax in fact, as I have already mentioned. 

As I said, the ratio in the past has been roughly 25 to 75. On 
page 8 of the report of the Committee on Ways and Means it is 
indicated that stock companies would pay 28 percent of the tax under 
H.R. 4245 as it passed the House. I believe this figure is too low and 
that the correct figure is not less than 30 percent. 

Regardless of its merits, if the 5-year—and I am not commenting 
as to its propriety—regardless of its merits, if the 5-year average 
interest rate is adopted in substitution for what is now in H.R. 4245, 
then the stock companies will be required to pay about 32 percent of 
the total tax. 

If there is a further adjustment which would permit mutual com- 
panies not only to pay no phase II tax, but also to pay a reduced 
phase I tax, there would be a further shift in the tax to the stock 
companies because very few stock companies, except the small ones, 
could reasonably expect any benefit from a so-called negative of the 
type under discussion yesterday and the day before. Practically all 
the benefit goes to the mutuals and results in a further shift in the 
tax burden to the stocks which would be even more discriminatory 
to stock life insurance. 

Incidentally, two cases were mentioned in connection with constitu 
tional questions. Although I have not had an opportunity to look 
them up, I would respectfully suggest that this committee check into 
those two cases and ascertain whether they are actually in point. 

I asked someone about it yesterday—and I should not even state 
this for the record without checking the accuracy—but they volun 
teered the information that they understood that while tax cases— 
they had to do with a person who had received policyholder dive 
dends, and the question was what the tax situation was with respect 
to that person who had received the dividends—not with respect to 
whether anybody paying the dividends to that person could be taxed. 
But that is just a matter of conjecture. The committee, in my 
opinion, I respectfully suggest, should look into that. 
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{f I may, I would like to place in the record later today, Mr. Chair- 
pan, figures bearing on this shift in the burden of taxation from 
mutuals to stocks under the various proposals under consideration, 
ind also showing that mutuals would pay little or no tax under 
phase II. 

(The figures referred to are as follows :) 


Estimated Federal income tages of stock and mutual life insurance companies, 
1958 business 
{Dollar amounts in millions] 


H.R. 4245 AS PASSED BY THE HOUSE 


—. i 
| 
| Phase I Percent Phase II Percent Total Percent 
ie TP ae | 1a AS pp ea ae } Se ee ee fabs a iil ao 
Stock......---------------- na $132.0 | 25.4 | $39.0 | 100 $171.0 | 30.7 
Td ee raagcorannbdnoat 387.0 | 74.6 | oT 0 387.0 | 69.3 
Ro sled 519.0 | 100.0 | 39.0 | 100 558.0 | 100.0 





H.R. 42445 ADJUSTED ON BASIS OF 5-YEAR AVERAGE INTEREST RATE 














ead $118.8 25. 5 $45. 6 * 95.6 $164. 4 32.0 
hh eattdhinhtnineannsek } 347.5 74.5 2.1 4.4 348. 6 68.0 
ee « 466, 3 | 100.0 | 47.7 100.0 514.0 | 100. 0 





In the estimates given above, there are reflected (1) the acerual method 
of account.ug (<) the new formula for caiculating the earned rate of interest 
(3) an item of 9 is included in phase II for stock companies to cover specialty 
cmpanies (4) the 7 percent preliminary term adjustment is used in phase 
Iand (5) there is no exclusion of deficiency reserves. 

The above figures do not take into account phase III. Taxes under phase 
III are payable solely by stocks and will increase their share of the total 
tax even further. 

The report of the Committee on Ways and Means to accompany H.R. 4245, 
page 8, shows the percentage of the total tax payable by stock companies under 
H.R. 4245 to be 28 percent and by mutuals 72 percent. The figures in the table 
above have been further refined and are believed to be substantially correct. 

The above report, page 8, shows that under both the 1942 formula and under 
the 1955 formula the stock companies would be required to pay only 25 percent 
of the total tax, and the mutuals, 75 percent. 

Mr. Kerstin. In view of what has already been stated, Mr. Chair- 
man, in these hearings, and in view of the extension of time for filing 
returns until June 15, which was announced earlier this week, the 
committee will have ample opportunity to go into many of these 
things, including some of the items that appear in my testimony 
from page 6 on, and also what was set forth in detailed testimony 
that I presented before the House committee, and I respectfully re- 
quest that in your deliberations you take this additional data into 
account, including the testimony appearing at pages 434 to 453 
of the House hearings. 

On a lighter note, Mr. Chairman, I hope that the committee can 
and will work out a good bill which will equalize the tax situation 
and also provide the required amount of tax. Then there would be 
sufficient funds to build a large enough room to seat all of us, and 
all of us will still be in the business so we can use it. 

Senator Doveias. Do I understand you that you are proposing 
that underwriting gains should not be taxed ? 

Mr. Kerstrna. No, sir. I was proposing that if the tax is placed 
on stock companies, the tax should also be on mutuals. I didn’t 
Wish to leave that other implication. 
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I made the statement if mutuals are not taxed, stock companig 
should not be taxed; but I also made the statement conversely thas 
if stock companies are taxed, then mutuals should be taxed. 

Senator Doveras. What you are saying is that you really shouldnt 
draw the distinction between mutuals and stock companies, 

Mr. Kerstina. Yes, sir. 

Senator Doveras. You don’t see the distinction in mutuals tha 

resumably because of economies the gains belong to the policy. 

olders 

Mr. Keestina. I do recognize that, sir, and that is not what I was 
talking about. I believe everybody recognizes that the portion of 
the dividends paid to policyholders which is actually a return of 
capital should, of course, be taken into consideration and not be 
taxed. It is only that portion of the dividend that could be attri. 
buted to profits that’ should be subjected to the tax. I can’t gp 
into the intricacies of what that portion would be or why, and] 
was merely suggesting to the committee that through your om 
experts, through the Treasury experts and others—perhaps some of 
my actuary friends here—you can get the details confirming this 
assertion. "There will be some additional actuaries testifying, I 
understand. ; 

Senator Doveras. Are you saying that any reductions in the cost 
of obtaining insurance because of the mutual principle should bk 
subject to taxation ? 

Mr. Kerstrnc. If I understand your question correctly, sir, I believe 
it goes into the same field that you were very sincerely interested in 
your questioning earlier in the hearings; namely, about the tax 
differential between cooperatives and private corporations in other 
fields. I believe there is a different situation that exists here as 
between stocks and mutuals. You raise a very, very pertinent question, 

I believe, Mr. Chairman and Senator, that it would be most vale 
able—and this is for the benefit of both the mutuals and stocks, the 
need for continued competitive balance between mutuals and stocks 
has been recognized all throughout history—for a report to be pre 
pared by competent people—TI believe some have already been pre 
pared and put in records in previous years showing why it is that 
stock companies must be maintained in existence. Mutual companies 
come from stock companies, that it about the only way they get 
started. You have to have capital interested: there has to be an I~ 
centive for capital to invest in a new stock company, because otherwise 
you have no capital. You don’t start with a mutual company. Tam 
sure you are well aware of all this, sir. 

Senator Doveras. I remember that Mr. Hughes had some share in 
the transition of some stock companies into mutual companies, some 
54 vearsago. Yes. lam aware of that. 

Mr. Kerestrne. Yes. I am sure that you are, sir, and that is what 
I was referring to. I believe that ever since those days of 1906 thos 
familiar with the situation have recognized that it is essential te 
maintain the competitive balance and to have new stock companies 
come into existence. Actually my company, the West Coast Life, was 
started in 1906 and probably arose out of the protective features that 
were put in at that time. 

In connection with this, the second feature that is of very great m- 
portance—and it has been recognized by the Congress and by the 
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mutuals and by the stocks—so that it is essential to have stock com- 
panies not only originate and then evolve into mutual companies, but 
that some of them continue on, and that there be sufficient incentives 
for capital to stay in there so that they continue on and grow like some 
of the stock companies have, so that they are continually in com- 
petition with the mutual companies. ; = 

A third phase that occurs to me, a very mapas cant one and it is im- 
portant to the mutual as well as to the stocks, and that is the stock 
companies are, if anything, the pure form of capitalistic endeavor, 
and they are out there as a buffer, if you will, a protective buffer, be- 
tween any creeping type of trend toward nationalization, or further 
encroachment of the Federal Government in the field of life insurance, 
jet us Say— 

Senator Dove.as. This is very interesting. Are you saying that 
the mutuals are a form of creeping socialism ? 

Mr. Kerrstine. No, sir, I didn't say that. 

Senator Doveias. I thought you were leading up to that point. 
(Laughter. | 

If you did, you should make a statement for the reeord that they are 
or they are not. 

Mr. Krestinc. No, I would say definitely not. 

Senator Dovcias. You regard them as American institutions? 

Mr. Kresuinc. Very definitely, sir. 

Senator Dovetas. In keeping with American ideals? 

Mr. Kersiina. Very definitely, sir. 

Senator Dovaias. Very good. 

Mr. Krrstina. I would be the very las* one to suggest they were, 
because some day we might mutualize. {| Laughter. | 

In addition to the problem of competitive discrimination, I have 
discovered in the past day or so that I am not the only one who is 
still confused about the intricate workings of H.R. 4245. Frankly, 
my company and a number of others are uncertain as to just how the 
intricacies of this bill work out. 

Even some of those industry technicians who have been available 
here in Washington to work with the committee experts admit they 
don’t know all the answers. There appear to be questions and po- 
tential questions yet to be understood or raised. I read in Monday’s 
paper that the committee had a briefing from the technical staff. I 
have the highest regard for Mr. Stam and his experts, and for the staff 
of your committee and the House committee, and for the intelligence 
and knowledge of you gentlemen, but I venture to say that perhaps 
even some of you, too, have some questions. 

That the industry representatives still have questions is under- 
standable inasmuch as the provisions of H.R. 4245 were not before 
them during the House hearings. As you know, although the Treas- 
wry witnesses in their House testimony and questioning brought out 
in general substance some of the principles whi¢h are now steps 1 
and 2 of H.R. 4245, that was done after most witnesses had prepared 
their testimony, and no detailed bill came out until comparatively 
recently. 
_ Among the questions which have already occurred to me are some 
in connection with charts and material I presented in detail to the 
House committee. In this connection, I respectfully request that these 
charts be inserted in the record at this point. 

(The charts referred to follow :) 
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Mr. Keestinc. Although they are self-explanatory, I respectfully 
suggest you refer to the detailed explanation of them at pages 438 
448, and 449 of the House hearings. In brief, these charts show how 
and why five identical life companies can, as a result of a management 
decision, have different so-called net gain from operations and hence 
different taxes, unless appropriate equalizing adjustments are made, 
A company identical with another company, by a management de. 
cision uses a different rate of interest, or a different method of valna. 
tion, or a different mortality table in computing reserves, and ends 
up with a different so-called net gain from operations and hence g 
different tax unless an equalizing adjustment is made. 

I understand that a partial adjustment is made in step 1 (sub. 
part B) of H.R. 4245 with respect to the assumed rate-of-interest fac. 
tor (see the two charts marked “I’) ; also that in step 2 (subpart C) 
adjustment is made respecting the method of valuation factors in 
charts marked “II”. But I don’t believe—at least I haven’t yet found 
anything on it—that any adjustments are made for any of the 
mortality table factors set forth in the two charts marked “ITI.” 

Another troublesome point still causing me some question, also in- 
volves the use of “Net Gain from Operations” as a basis for the step 
2 tax without appropriate adjustment. According to Mr. William 
Bruce of the California Department of Insurance, “Net Gain from 
Operations” as used on page four of the form required to be used by 
life companies in filing their annual statements was intended only 
for use by the department as a measure of solvency and not for use as 
a year-to-year measure of earned income for tax purposes. I r- 
spectfully request, Mr. Chairman, that there be inserted in the record 
at this point a letter from Mr. William Bruce, who is personally fa- 
miliar with the drafting of that form. 

(The letter referred to is as follows :) 


DEPARTMENT OF INSURANCE, 
STATE OF CALIFORNIA, 
San Francisco, Calif., November 25, 1958. 
Mr. F. V. KEESLING, Jr., 
First Vice President and General Counsel, West Coast Life Insurance Co., 
San Francisco, Calif. 

Dear Mr. KEEesiine: This is in response to your inquiry regarding the present 
summary of operations, page 4 of the Annual Statement for Life Insurance 
Companies. 

When the blanks committee of the National Association of Insurance Com: 
missioners worked on the development of this form during the period 1948-50 to 
become effective in 1951, it felt that items 28 and 33 should not be labeled “Net 
underwriting gain,” “Net profit,” or “Net income,” as these were composite 
items, all of which did not in any sense represent profits. 

Considerable discussion was given to the matter and in order to determine 
& more appropriate description of these two items and to preclude them from 
being misconstrued for tax purposes as “net profit” or “net income” or “net 
underwriting gain,” it was decided to label them “Net guin from operations.” 

In this discussion and understanding there was uniforin accord between the 
representatives of the State insurance departments and the representatives of 
the life insurance associations. 

Very truly yours, 
W. Bruce, 
Chief Insurance Examiner. 


Mr. Keestinc. There is another thing that concerns me about step 
2. The Treasury witnesses, in the course of their testimony before the 
House committee, mentioned as a possible solution, a general proposal 
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gntaining something along the philosophy of oe 1 and 2 (sub- 
B and C) of H.R. 4245. In my testimony before the House 
mittee, which was substantially formulated before the Treasury 
witnesses appeared and brought out that suggestion, I backed the so- 
galled two phase “Menge” proposal which in principle would be 
deps 1 and 3 (subparts B and D) of H.R. 4245. Therefore, my tes- 
timony before the House Committee in effect was to agree in princi- 
Je with step 1 of the Treasury suggestion and to use what 1s now 
sep 3 of H.R. 4245 in place of step 2 of the Treasury suggestion. 
Someone upset the applecart by tacking step three onto the Treasury 
proposal in addition to step two instead of in lieu of step two. In 
order to save time and avoid repetition I respectfully call your atten- 
tion to the reasons which I gave to the House Committee which appear 
in pages 434-453 of the House hearings. There, I detailed all the 
many problems and deficiencies of the so-called total income method 
which would use so-called Net Gain from Operation as a basis for 
year-to-year taxation of life companies. Among other things, I 
pointed out the long-term nature of the life insurance business, and 
as examples of the continued long-term availability of the reserves, 
surplus and capital of stock companies for the protection of policy- 
holders, I told the committee of several instances in the history of 
my company when the surplus was wiped out and the capital was 


| depleted—once as a result of the 1918 epidemic; another time as a 


result of the depression of the 1930’s; and another time when capital 
had to be turned back to surplus by reducing the par value of the 
capital stock. 

Perhaps your committee and staff experts, Mr. Chairman, can go 
into all these matters, and answer them, and come up with proper 
solutions before whatever ultimate deadline you set. But what hap- 
pens if you find you can’t meet that deadline? Naturally, the industry 
representatives are very interested in what course of action would 
be taken in that event. 

In the past day or so I’ve heard suggestions ranging all the way 
up and down the line from one extreme to the other as follows: 

1. Don’t enact H.R. 4245 in whole or in part until all the “bugs” 
are cleared up this year, and have the 1942 act apply until that is 
done. 

2. Enact the bill as is, even if you know it may have some “bugs,” 
but have it apply to 1959 income, with the 1942 act applying to 1958 
inome. Then during the year any “bugs” could be worked out, 

8. Same as (1), except to give each company the option of using 
either H.R. 4245 or the 1942 act for 1958 income. 

4. Enact step 1 of H.R. 4245, but hold up on steps 2 and 3 until 
the “bugs” are worked out. 

The problem with the first suggestion is this: Unless modified, it 
would result in some individual company hardships. 

The trouble with the second suggestion is that you would be going 
contrary to proper legislative process in enacting unperfected, and 
possibly questionable, legislation; also, the 1942 act if applied to 1958, 
would cause some hardships, unless amended. 

The same difficulty would arise under the third suggestion, except 
that a company, by electing the option, might have some relief from 
hardship, but I question whether it would be good legislative practice. 
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The fourth suggestion would have three possible advantages—(q) 
it would shift from the individual hardships of the 1942 act toa much 
more equitable formula; (b) it would produce, according to the Hong 
Report, $505 million, which is $5 million more than the 1942 act 
would produce and $186 million more than the 1955 Mills * “stopgap” 
act; and (c) it wouldn’t result in enacting doubtful legislation with. 
out first having the “bugs” removed. This suggestion would be 
used only if the committee finds it impossible to remove all complica. 
tions prior to the June 15 date it has set for filing returns on 1958 
income. 

(Supplemental remarks by Mr. Keesling.) 

If I had been asked for my views on the situation, I would say that in my 
opinion it would be very difficult if not impossible to revise step 2 of H.R, 494% 


so as to eliminate the competitive discriminations and the pone ms and ques 
tions which it creates, and the yet unknown problems and questions which ea 
arise in the future. The sooner that is recognized and faced up to, the sooner we 
can all get back on the right track and jointly agree on a much simpler ani 
much more just and feasible bill—one using an excise tax method for distributing 
the overall total amount of tax determined upon as oe uting the proper 
taxable income of life companies. Steps 1 and 3 of H.R. 4245, with provigion 
for offset for company operating losses and full allowance for tax exempt 
interest, would be an expedient and feasible method of accomplishing this 
This would eliminate the so-called inequities of the 1942 law, would produce ap 
adequate total tax and would provide a proper tax base on specialty companies, 

Mr. Keesirnc. Mr. Chairman, that concludes my statement and the 
matters I desire to submit for your consideration. I appreciate the 
opportunity of appearing before this committee and the attention and 
consideration you and your committee colleagues have granted me, 

The Cuamman. Thank you very a h, Mr. Keesling. 

The next witness is Mr. Harold J. Cummings, president of the 
Minnesota Mutual Life Insurance Co. 


STATEMENT OF HAROLD J. CUMMINGS, PRESIDENT, MINNESOTA 
MUTUAL LIFE INSURANCE CO., ST. PAUL, MINN., ACCOMPANIED 
BY WALTER J. RUPERT, VICE PRESIDENT 


Mr. Cumm™rines. Thank you very much, sir 

I. My name is Harold J. Cummings, president of the Minnesota 
Mutual Life Insurance Co. of St. Paul. Walter J. Rupert, vice pres- 
dent and chief actuary is here also. We wish to discuss just one aspect 
of H.R. 4245: namely, the method proposed in that bill for the treat- 
ment of the tax-free interest of the life insurance « ‘companies. So faras 
we know, the specific questions which we wish to raise were not dis 
cussed at any length in the hearings before the House Ways and Means 
Committee. 

II. First, may we state candidly that this 80-year-old company i 
particularly interested because it has been a consistent buyer of tax 
free securities for over 30 years. It has over one-fifth of its assets #9 
invested, whereas the overall average of the industry is about 2.5 per- 
cent. We have over the years accepted the normally lower rate of 
return on munic ip: al bonds in the firm mee f that the interest was and 
would remain tax free, as indeed it has been up until now. 

III. While we are especially interested for the reason stated, we 
come here with the full agreement of the joint tax committee of the 
Life Insurance Association of America and of the American Life Con- 
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yation. The companies which are members of these two organiza- 
tions do about. 95 percent of the life insurance business in this country, 
We also have the blessings of the executive committee of the Life In- 
grers Conference, an organization composed of about 93 companies. 
Finally we submit a list of over 120 companies from all parts of the 
[nited States which have asked that we speak for them in this partic- 
ylar matter. 

IV. We have prepared a memorandum, Mr, Chairman, which is this 
black book, which we hope states our case clearly and completely, and 
the entire statement is summarized for your convenience on the top 
sheet inside the front cover. 

We submit it with several supplementary documents, and ask that 
itall be made a part of the record. 

Inthe back of the black book, might I add, we have inserted remedial 
language that would affect our purpose, specimen forms prescribed 
by the Treasury for preparing our tax return and also a chart which 
we believe helps clear up one difficulty. 

V. Now, to come to the meat of the matter, our memorandum raises 
three questions with reference to H.R. 4245 and its treatment of the 
tax-exempt interest of life insurance companies. 

First. We believe that, in its treatment of tax-exempt interest, H.R. 
4245 contravenes the decision of the Supreme Court in the case of 
National Life v. United States. We think that if it was unconstitu- 
tional to add back 100 percent of tax-free interest. to the tax base under 
the 1921 law, then adding back only 70 percent of such interest is un- 
constitutional, too. But we believe that this body is quite competent 
todecide that question for itself. So we respectfully ask simply your 
attention to that part of our memorandum, pages 2, 5 and 6. 

Second. We are convinced that H.R. 4245 discriminates unfairly be- 
tween the life insurance companies on the one hand, and other investors 
in tax-exempt securities, commercial banks, stock casualty insurance 
companies, stock fire companies, regulated investment companies or 
mutual funds and the individual taxpayer, too. We believe our memo 
proves this quite conclusively and we hope you, too, may think so. 
And we register no complaint with respect to these other groups. We 
ask only that. we receive like treatment. In this connection may we 
refer you to pages 18, 19 and 20 of our memorandum. 

Third. We sincerely believe that, while not so intended, the treat- 
ment here given tax-exempt interest could be the beginning of the end 
of all tax-free securities. We will come back to that at the end of 
this statement. 

VI. There are three common misconceptions which tend to becloud 
the issue : 

1. One is that the treatment of tax-free interest in this bill follows 
the same pattern as did the 1942 law or the stopgap legislation since 
1950. 

2. The second is that the add back of 70 percent of tax-free income 
to the tax base prescribed by the bill is done to avoid a double deduc- 
tion for tax-exempt interest. 

8. And finally it is argued that, in the treatment of tax-exempt in- 
terest, the life insurance companies are at least better off under this bill 
than they were under either the 1942 or the 1950 stopgap legislation. 

With respect to the first misconception we believe, and we think 
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our memo proves that, while H.R. 4245 does indeed follow the patter 
of the 1921 law which the Supreme Court declared unconstitutiong 
the 1942 and the 1950 stopgap legislation do not do so. We submit 
in evidence the forms prescribed by the Treasury for determinj 

the amount of income tax payable by a life insurance a whic 
are in the back of the black book which we have turned in for the 
record. We think they show very simply that, in preparing the forms, 
the Treasury was thinking of tax-free interest as being truly tax free, 

With respect to the double deduction misconception we believe ou 
memorandum shows clearly that there is here, no question of a double 
deduction for the same income dollar. The question is rather, shal] 
the deduction allowed all companies to maintain the statutory reserves 
which are essential to solvency, wash out about 70 percent of the de. 
duction that one company owning some tax-exempt securities is clearly 
entitled to, as compared to the company that owns no such securities at 
all. It is not a question of a double deduction, but of one full deduce. 
tion—not just 30 percent deduction—for tax-free interest. 

We think our memo shows this clearly and we hope it helps to clear 
up what is admittedly a puzzling question. 

In this connection we invite your attention to pages 12 to 16 in ow 
memorandum and especially to page 16, and the chart that is inserted 
there. 

With respect to the third misconception that the life companies 
would now, in this one respect, fare better than before, we repeat that 
under either the 1942 law or the 1950 legislation, tax-free interest was 
treated as fully tax free on the forms prescribed by the Treasury for 
determining a life company’s income tax. How the companies could 
now be faring better when overall taxes are being raised about 70 
percent we cannot see. 

VII. At this point one might very properly ask: If H.R. 4245 were 
changed to allow the life insurance companies full exclusion for tax- 
free interest, how much less revenue would the Treasury receive? 

And one answer might be, that the $563 million which the bill 
would otherwise impose on the 1958 income of the life companies 
might then, theoretically, be reduced by about $32.5 million, or 6 
percent. 

In fact, however, we believe instead that the revenue to the Treas 
ury might in that event be increased. We believe that allowing the 
life companies to take the same deduction as is accorded all other 
investors, should really cost the Government nothing. After all, 
and as yet, tax-free interest is tax free in the hands of any investor. 
It is all a question of what tax rate applies to each individual owner 
of these securities. 

For this reason the Treasury should then profit to the extent that 
life insurance company activity in this market might make tax-free 
bonds less available to buyers in the higher tax brackets. Would 
they not then invest in taxable securities, and so pay income taxes at 
rates higher than 52 percent? Does it not seem clear that, to the 
extent that any loss to the Treasury is claimed, to that same extent 
the Government must be taxing on tax exempt interest ? 

We do not believe and do not contend that it was the intention of 
the Ways and Means Committee nor of the Treasury to impose a 2 
percent tax on about 70 percent of the interest of the life companies 
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from tax-exempt securities. We do not claim that at all. In fact, it 
has been stated that the bill does not do so. We think our memoran- 
dum shows clearly, that as between two companies, one with and one 
without tax-free interest, the bill does exactly that. We have tried to 
illustrate this fully on pages 12 to 16, and on pages 21 and 22 of our 
memorandum. 

VIII. In a word we believe: 

1. That the Supreme Court decision in the case herein cited has 
never been repealed or qualified. 

9. That H.R. 4245 contravenes that decision just as the 1921 law 
did. 

3. That this is not true of the 1941 or the 1950 legislation. 

4, That we are faced here, not with the question of a double deduc- 
tion, but of one full deduction for tax-free interest for over 100 
million small savers. 

5. That instead of being better off than they were under the former 
legislation, the life companies are being deprived of about 70 percent 
of their exclusion for tax-free interest at the same time that their 
taxes are being very substantially increased. 

6. That full exclusion is quite properly already granted to all 
other investors in tax-free securities, and that this is unfairly 
discriminatory. 

7. That treating life insurance companies the same way should 
really cost the Treasury nothing—tax-free interest is already tax 
free—and that the revenue to the Treasury might instead as a result 
be increased. 

8. That it may be fair to remember that in addition to the more 
than $500 million in taxes involved here, the States already impose 
another $300 million in taxes. 

9. That the proposed law could easily be amended to avoid this in- 
justice to the 100 million small savers who own most of the life 
msurance policies. . 

10. That, if Congress can today deprive them of 70 percent of a 
constitutional right, a future Congress can strip them, and all other 
investors in tax-free securities, first of 80 percent, then of 90 percent, 
and finally of 100 percent of all tax-free interest. 

IX. It is this aspect of the bill that seems most serious and far 
reaching. This can, we sincerely believe, mean the beginning of the 
end of the attractiveness of tax-free securities to all taxpaying in- 
vestors. That, in turn, could mean increasing difficulties to the 
States, counties, and municipalities—with higher costs—in their ef- 
forts to raise the social capital so sorely needed to maintain a healthy 
economy. 

To the extent that these governmental units are so hampered in 
their financing, may not the Federal Government itself have to pick 
up the tab? 

X. We sincerely appreciate the opportunity of laying our problem 
before you. It is a most important question for us because of the 
relatively high proportion of Scblings we have in such securities. It 
is important for many smaller companies spread all over the country. 
We have here over 120 names of companies that have asked us to 
speak for them, who have been supporters of the tax-free bond mar- 
ket. We all ask respectfully only for the same treatment that is prop- 
erly accorded all other buyers of tax-free securities. 
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Thank you, sir. 

The Cuarrman. I want to thank you for a very interesting state. 
ment, Mr. Cummings. I am sorry more members of the committe 
are not present. 

At the top of page 4 you state that the loss of revenue in this bil] 
by the amendments which you suggest would be $32.5 million, Js 
that a Treasury estimate ¢ 

Mr. Cum™ineés. It is not, sir; but we have checked the figure with 
several sources and we think it is, theoretically, fairly accurate. | But, 
we doubt, that there would be any loss of revenue at all. 

The Cuatrman. I would like to ask the staff to get a statement on 
that from the Treasury. 

(The Treasury estimate of the decrease in the revenue is $35 million 
to $40 million.) 

The CHamman. You mentioned certain memorandums. I dont , 
seem to have a copy of it. 

Mr. Cummines. Don’t you have tliis, sir ¢ 

The CuarrMan. Is that too voluminous to put into the record? | 

Mr. Cummrines. I hope not, sir. 

The Carman. I have it here. It is your idea tliis should be in- | be 
serted in the record ¢ 

Mr. Cum™ines. Yes, sir. We didn’t want to impose it all on you 


here. What I have said here is a mere summary. Our points areal . 

brought out in that black book. D 
The Cuatrman. I think it is worthy of insertion. It is a very im 

portant question involved in this bill, and I will ask the reporter to i 


insert it in the record. 
(The document referred to as the black book is as follows:) 


H.R. 4245—IS IT UNCONSTITUTIONAL? IS IT DISCRIMINATORY? IS IT 
THE END OF TAX-EXEMPT SECURITIES? 


This memorandum is intended to show that in its treatment of the tax-exempt 
ineome of the life insurance companies H.R. 4245 

I. Is unconstitutional, contravenes the decision of the Supreme Court in 
the case of National Life v. United States (277 U.S. 508) ; 

Il. It discriminates unfairly between the life insurance companies on the 
one hand and other tax paying groups; 

III. And if Congress can now strip this one group of taxpayers of 70 
percent of their exemption for tax-free income a later Congress can deprive 
them and all other investors in tax-free securities, first of 80 percent, then of 
90 percent, and finally of 100 percent of their rights, with far-reaching results 
that could, in turn be the beginning of the end of tax-free municipals and 
make it increasingly difficult for governmental units to raise the social capi 
tal so essential to the maintenance of a healthy economy. 

The claim that a double deduction would be involved, if the life insurance 
companies were allowed full exclusion of tax-exempt income in determining their 
income tax, is fallacious. 

Finally, it may be well to remember that— 

Tax-free income is as yet tax free in the hands of any owner of tax-exempt 
securities : 

The U.S. Government does not lose anything because of life insurance 
company ownership of tax-free bonds, and if the life insurance compnies 
were allowed to take the full exclusion for tax-exenipt income as they have 
been heretofore—the same as all other investors—the revenue to the US 
Treasury might even be increased. 


TaxX-ExemMpr INCOME OF THE LiFE INSURANCE COMPANIES AND H.R, 4245 


As already indicated, this memorandum deals solely with the proposed treat- 
ment of the tax-exempt income of life insurance companies under H.R. 424, 
a bill relating to the taxation of the income of life insurance companies. 
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What follows is intended to prove that: 

I. H.R. 4245 would unconstitutionally tax at the 52-percent corporate 
rate about 70 percent of the income from tax-exempt securities owned by 
life insurance companies, and in so doing— 

Il. H.R. 4245 would discriminate unfairly between the life insurance com- 
panies on the one hand and— 

(1) stock casualty insurance companies ; 
(2) regulated investment companies and; 
(3) individual taxpayers, and that— 

Ill. If Congress can now deprive the life insurance companies of 70 per- 
cent of their constitutional right, a later Congress can strip them—and all 
other investors—tirst of SO percent, then of 90 percent, and finally of 100 
percent of such rights, which in turn could mean the end of the attractive- 
ness of municipals to all taxpaying investors. 

Each of these three statements is borne out fully in the fact-supported 
illustrations that follow. 


I. H.R. 4245 WOULD UNCONSTITUTIONALLY TAX THE INCOME FROM TAX-EXEMPT 
SPhCURITIES OWNED BY LIFE INSURANCE COMPANIES 


In delivering the opinion of the Supreme Court of the United States in National 
Life Insurance Company v. United States (277 U.S. 508), Mr. Justice McReynolds 
stated, in part: 

“One may not be subjected to greater burdens upon his taxable property solely 
hecause he owns some that is free. No device or form of words can deprive 
him of the exemption for which he has lawfully contracted” (p. 519). 

“What remains after subtracting all allowances is the thing really taxed” 
(p. 520). 

And quoting from the decision in Packard Motor Car Company v. City of 
Detroit (1925, 232 Michigan 245), Justice McReynolds added: 

“Held: that tax-exempt credits may not be taxed, directly or indirectly, and 
in levying a tax on property they must be treated as nonexistent.” 

The decision of the Supreme Court in this case has never been repealed or 
qualified. It is today the law of the land. 

H.R. 4245 plainly proposes to contravene this decision of the Supreme Court, 
since 

(1) in section 805(c), step 1, it proposes to add to the amount of taxable 
investment income approximately 70 percent’ of the income from tax-free 
securities ; and 

(2) in section SO9(f), step 2, it proposes to add approximately the same 
percentage of tax-free income to the taxable net gain from operations. 

Three claims are commonly made which tend to becloud the issue: 

1. Two previous laws for taxing the income of life insurance companies, 
the 1942 law and the 1950 “stopgap” law, were subject to the same charge 
of unconstitutionality. 

2. The “add back” of about 70 percent of tax-free income under both 
steps 1 and 2 in H.R. 4245, is necessary to avoid a double deduction for 
tax-free income. 

3. Anyway, with respect to tax-exempt income, would not the life insur- 
ance companies be better off under H.R. 4245 than they were under the 
1950 “stopgap” legislation? 

What follows is intended to prove that H.R. 4245 follows the same pattern, 
is subject to the same charge of unconstitutionality as the 1921 law upon which 
the Supreme Court has ruled; whereas the 1942 and the 1950 “stopgap” laws 
were not. 

That the second claim is fallacious and, while the life insurance companies 
would, under H.R. 4245, receive an exemption of approximately 30 percent of 
their constitutional exclusion from income tax on their interest from municipals, 
they would nevertheless be stripped of the other 70 percent, approximately, at 
the same time that the amount of their income taxes would be substantially in- 
creased. 





4 More or less, depending upon the relationship between taxpayers investment yield and 
the portion of such yield required to maintain reserves. 
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1. Which law unconstitutional—the 1921 law? the 1942 law? the 1950 stopgap 
law? H.R. 4245? 


Three elements of the Supreme Court doctrine are pointed up on a preceding 
page in this memorandum. Each can be phrased as a question against whiq 
each of the above income tax laws can be tested : 

1. Is the gross taxable income “subjected to a greater burden”—is mor 
tax paid— if there is tax-free income? 

2. Does any tax-exempt income remain in the net taxable income after 
all “allowances’—or deductions—are subtracted ? 

3. Does the taxable income that results, differ from what it would hay 
been, had tax-exempt income been “treated as nonexistent”? 

Following the Supreme Court decision above cited—which is today the law of 
the land—if the answer to any one of these three questions, with respect to any 
one of the above laws, is “Yes,” then that law is unconstitutional. 

So let us assume two companies— 

Company A has $1 million of investment income after deduction of jp. 
vestment expense, depreciation, etc. It has $50,000 of tax-free income. 

Company B has only $950,000 of investment income, all from taxable 
securities. 

Assume the two companies are identical, taxwise, in all other respects, 

How would these two companies fare, taxwise, under each of the four bills? 

The 1921 law.—The 1921 law prescribed that the tax would be figured this 
way: 








Company A | Company B 





Investment income... 











Pewee ewnewecwen cceescocencece _ $1, 000, 000 $950, 000 
Less tax-exempt income. .._.._- Pbk be natinbhichedb-deeds ba 7 1 60;000 }.5:.. 
Gross taxable income. --- pisiapial 950, 000 950, 000 
To determine the tax base, take 4 percent of reserves ?__.__ 900, 000 900, 00 
From that figure deduct tax-free income of aS 50,000 |...<.-csmi. 
Leaving net deductions of. .... bh ni 850, 000 00, 600 
Then, from gross taxable income of- - 950, 000 950, 000 
Deduct net deductions of_. 850, 000 900, 000 
Leaving net taxable income of. 100, 000 50, 000 





1 Quoting from Justice McReynold’s statement (p. 2): “Tax-exempt credits * * * must be treated w 
nonexistent.’’ 


2? Reserves assumed to be $22,500,000, of which 4 percent was deductible. 


Plainly under the 1921 law the answer to all three questions is “Yes.” 

1. Company A, having the same gross taxable income as company B, 
is subject to double the tax because it “owns some (income) that is free.” 

2. In company A all of the $50,000 of tax-exempt income remains in the 
net taxable income, since, in all other respects, its figures are identical with 
company B. 

3. The taxable income that results is emphatically different than that 
which would have resulted if tax-exempt income had been “treated as non- 
existent.” 

This appears clearly to have been the reasoning of the Supreme Court in 
declaring unconstitutional that portion of the 1921 law relative to adjustment 
of deductions by the amount of tax-exempt income. 

The 1942 law.—Under the 1942 law the income tax payable by the same two 
companies would have been determined like this : 


Company A | Company B 

Investment income. $1. 000, 000 $0.50, 000 
Deduct tax-exempt income 50, 000 : 

Gross taxable income........-. ane, J 950, 000 950, 000 

Net taxable income. 950, 000 950, 000 





1 Quoting from Justice McReynold’s statement (p. 2): “Tax-exempt credits * * * must be treated a 
nonexistent.” 


Note.—After adjustment by a flat percentage, the complement of the Secretary's ratio, corporate rates 
are applied. 
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” 


Here the answer to all three questions is “No. 
1. The gross taxable income is not “Subjected to a greater burden” if 
there is tax-exempt income. 
2. No part of the tax-exempt income remains in the net taxable income 
after all “allowances.” 
38. The resulting taxable income is not different from that which would 
have resulted if tax-exempt income had been “treated as nonexistent.” 
Therefore the above-quoted Supreme Court decision provides no basis for 
attacking the constitutionality of the 1942 law. 
The 1950 stopgap law.—Under the 1950 or “stopgap” legislation these two 
companies would have figured their tax this way: 








Company A | Company B 


Investment income... . - pac ‘ otnabiodpen ‘ oat Keiddies $1, 000, 000 $950, 000 
ee énecceestbne S OBL GUD: fevencncbtinnss 

ss all 0 ceenteenninleeiinnidinsiatidiadintieediiiaite ee 950, 000 950, 000 
Net taxable income to which a 6.5 percent ? tax rate was applied............. 950, 000 950, 000 











! Quoting from Justice McReynold’s statement (p. 2): ‘Tax-exempt credits * * * must be treated as 


nonexistent.’’ 
1In the 1950 stopgap law this rate was specified in the law. In later versions it was obtained by sub- 


tracting a percentage of the net taxable income and applying corporate rates to the balance. 

Here the answer to all three questions is “No.” 

1. Company A is not under any “greater burden because it owns some 
income that is free.” 

2. No part of company A’s tax-exempt income remains in its net taxable 
income. 

3. The resulting taxable income does not differ from what it would have 
been, had tax-free income been “treated as nonexistent.” 

There would seem to be no reason for attacking the constitutionality of the 
19 stopgap law on the basis of the Supreme Court decision quoted on page 3 
of this memorandum. 

Except for minor differences not related to the question at hand, the methods 
of determining net taxable income under the 1942 law and under the stopgap 
law were identical. It might be argued that the stopgap formula could have 
been couched in language that would have made it unconstitutional. Such an 
argument would seem academic—the actual form of the law was not in contra- 
vention of the doctrine expressed by the Supreme Court. 

H.R. 4245.—Under the proposed permanent legislation, H.R. 4245, the two 
companies would determine their net taxable investment income, step 1, in this 
way : 


Company A’| Company B 


Investment income ~t a ee RS ae ; $1, 000, 000 $950, 000 
Taxexempt income___. ae whtS ag : | 50, 000 
die ‘ oxctcegipitiinng! 
Gross taxable income. .. eed al emtdd senna allel ata te sn 950, 000 950, 000 
Deduction for investment yield on adjusted life insurance reserves ae 700, 000 700, 000 
Less reduction to avoid ‘‘double deduction” _- ‘ easiea naitides 35, 000 snepelen 
Net deduction F ob a wens 665. 000 700, 000 
Gross taxable income ; 050, 000 950, 000 
Net deduction s i aviieias * | 665, 000 700, 000 
Net taxable investment income..-. - Le = Se aa : 285, 000 250, 000 


‘Quoting from Justice MeReynold’s statement (p. 2): “Tax-exempt credits * * * must be treated as 
nonexistent."’ 


As in the case of the 1921 law the answer to all three questions is again “Yes.” 


1. Company A, having the same gross taxable income as company B, is 
“subjected to greater burdens * * * because it owns some (income) that is 
tax free.” Could the fact that net taxable income is now higher by only 
70 percent of its tax exempt interest, instead of 100 percent higher under 
the 1921 law, suddenly make H.R. 4245 constitutional? 
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2. In company A, $35,000 of its tax-exempt income remains in its taxable 
income, since in all other respects its figures are identical with company B 


3. The taxable income that results is obviously different from that which 
would have resulted if tax-exempt income had been “treated as nonexistent,” 


But what about the treatment of the two companies under subparts A and Cc 
step 2, of H.R. 4245? The figures look like this: F 





Company A Company B 


— 


Net gain from operations after dividends to policyowners | $2, 050, 000 


' $2, 000, 
Deduct tax-exempt income 2 50, 000 nae 
Remainder 2, 000, 000 1 2 000 Onn 
Add-back to prevent double deduction 35, 000 #000, 000 
Taxable net gain from operations. . 2, 035, 000 ‘ 2 0 0. 000 
Deduct net taxable investment income 285, 000 ‘a 
Excess... ‘ eines 1,750,000} 1 750. Ono 
Take half of excess : 875, 000 | * B75 Oop 
Add taxable investment income- -- 285, 000 250, 000 
Net taxable income. Scelsinn avian — 1, 160, 000 L 125, 000 





! A part of the assumption that the companies are in all other respects, taxwise, identical: the $2,000,000 
figure could be set at any other reasonable level without destroying the validity of the illustration. ° 

? Quoting from Justice McReynolds’ statement (p. 2): ‘Tax exempt credits * * * must be treated as 
nonexistent.”’ 


Again the answer to all three questions is “Yes.” 

1. Company A, having the same net gain from operations—after deduct- 
ing tax-exempt income—as company B is “subject to a greater burden be 
cause it has tax-free income. 

2. In company A $35,000 of its tax-exempt income remains in net taxable 
income after all “allowances” are deducted. 

3. The resulting taxable income is different than it would have been if 
tax-free income had been “treated as nonexistent.” 

We can now get a composite picture of the constitutionality of each of the 
four Federal income tax laws, with specific reference to their treatment of income 
from tax-exempt securities—by which life insurance companies have been, or 
from 1958 on, may be governed : 


1921 law 1942 law 1950 law FR. 4245 
1. Is tax burden heavier when there is tax-free income?._| Yes_. No No Yes 
2. Does any tax-exempt income remain after all allow- | Yes No No Yes 
ances? 
3. Is the resulting tax different than if tax-free income | Yes No No Yes 
were treated as nonexistent? 


Following the decision of the Supreme Court of the United States which is 
quoted on page 3 of this memorandum, which decision has neither been repealed 
nor qualified and wMHfich is today the law of the land, we can now clearly answer 
the question: Is the law unconstitutional with reference to its treatment of 
income from tax-free securities? 

Nee a ables Ee iasinacsciaemea eens in adimare Cas no ae 


a  neiannlnuse aS =n mete dros ull 
a as ee 5 — ; 7 siaan Ta 


I ita i sens nlaagigsce anita ea anc eeN, laa - a 
2. Double deduction or no deduction? 

Legal reserves.—A legal reserve life insurance company is required by law to 
set up and maintain a liability called reserves which is clearly defined in the 
statutes and which is essential to solvency. These reserves are in turn reflected 
in policy contracts as cash values and other equities. A substantial part of all 
interest received each year is in this way guaranteed in advance to policyowners. 
So, much of all interest received must be added to their reserves year by year. 

All income tax laws mentioned earlier in this memorandum have recognized 
that the portion of interest income needed to maintain these legal reserves must 
be deducted from investment income, only the free remainder being subjected 
tc income tax. 
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This deduction to maintain the reserves essential to solvency is granted each 
company whether it owns tax-exempt income or not. ; 

tas-evempt income.—The law of the land provides that the Federal Govern- 
pent may not tax income from State and municipal bonds. Leaving them tax- 
free serves to attract investors to such securities, and so to help these govern- 
pental units raise the social capital essential to a healthy economy. 

The purposes and the propriety of each of these deductions are clear. Each 
is intended to achieve a definite end. Neither should be confused with, and 
certainly one should not be washed out by, the other. % 

Assume now two companies, one owning no tax-exempt securities, the other 
qwning tax-exempt bonds, equal to the average of the industry. Each is of 
eurse allowed the stipulated deduction from investment income needed to 
gt up the statutory legal reserves. ‘ 

But under H.R. 4245 the second company would receive only about 30 percent 
exclusion of its tax-exempt income to compensate it for having, over the long 
term, invested in tax-exempt securities despite their normally lower yields. 
The following illustration may help to clarify the matter: 

Assume two companies with the same gross investment income, $10%4 million. 
Assume the same net gain after dividends, $4.3 million. Assume indeed that 
the two companies are identical in all respects except that one receives tax- 
aempt interest in an amount about average for the life insurance business, 
2% percent, in this instance, $262,500. 

The other company owns no tax-exempt securities. 

Here is how each of the companies would fare under H.R. 4245 as the bill 
is now drawn, and also in column 3, how the company with average tax-free 
ipome would be treated if allowed full exclusion for tax-exempt income: 





ist company | 2d company | Ist company 























i 
| 
with tax ex- | with no tax if allowed 
jempt income | exempt in- 100-percent 
come exclusion 
H.R, 4245, STEP 1 
Gress investment income _....._.- a ace ini aaa $10, 500,000 | $10,500,000 | $10, 500, 000 
Sc. . dn sro comescuemmaeha mama euenainmee 1, 500, 000 1, 500, 000 | 1, 500, 000 
| 9,000,000 | 9,000,000 | 9, 000, 000 
nn. seen ieieseenmareiieiinl SPE Nocicntnchinuenta } 262, 500 
Denese ete ebendigetiesaee 
IC (CGED, 1. Wo euatincbpegiincn enna’ 8, 737, 500 9, 000, 000 | 8, 737, 500 
Deduction to maintain legal reserves....................... — 5, 800, 000 5, 800, 000 5, 800, 000 
| —_—_———— > | | h 
| 2, 937, 500 | 3, 200, 000 | 2, 987, 500 
I 800, 000 800, 000 | 800, 000 
pene ee eerste 
| 2,137,500} 2,400,000 2, 137, 500 
To avoid “double deduction,” add back 70 percent of tax- | 
aempt income nanan eeee cee n een e ene nenn anne 2 =| 183, 750 | _. Linppeneeieenieledt 
Taxable net investment income.-__....................-- | 2,321,250} 2,400,000 2, 137, 500 
= = = = = a | C= ==——=—=_ 
H.R. 4245, STEP 2 
Net gain after dividends - cae ee aaa 4, 300,000 | 4, 300, 000 | 4, 300, 000 
Deduction to equalize reserve !____._.._........-...---------- | 1,600,000} —1, 600, 000 | 1, 600, 000 
2, 700, 000 | 2, 700, 000 | 2, 700, 000 
Deduct tax-exempt income, same figure as in SR Bccmnes ee Samy O08}... 222 262, 500 
| 2,437,500 | 2, 700, 000 | 2, 437, 500 
To avoid “double deduction,” add back 70 percent of tax- 
SIE Foes nocticnctacunnvecistcdetlalsihpaick NO NB Flas sbeebs. desndreces 
cla ela inane Eads eeernecipnal goes econ 
Taxable net gain from operations. __...........- iaol 2, 621, 250 2, 700, 000 | 2, 437, 500 
TAX CALCULATION | 
Taxable net investment income (see above) neibieere distal 2, 321, 250 | 2, 400, 000 | 2, 137, 500 
Add 5) percent of excess of taxable net gain from operations | } 
over taxable net investment income... _._- oon 150, 000 | 150, 000 150, 000 
ee se She 2, 471, 250 , 2 550, 000 | 2, 287, 500 
Tax at 52 percent less ORR es ar ts Ss 2a ee 1, 279, 550 | 1, 320, 500 | F ‘ 184, 000 
Difference in income tax.................. 184, 000 . 


If given full exclusion 





‘For nonparticipating, 
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SUMMARY 


Since each company receives identical deductions, except only ‘ 
of tax-free interest, the question is plainly not one of cone deduction aun 
exempt income; the question is rather, Shall each company be allowed - 
same deduction for maintenance of the statutory reserves which each - 
set up to remain solvent, and shall then the company owning some iemenanet 
securities receive only 30 percent exclusion for its tax-free income and — 
quired to pay an added tax at the 52 percent corporate rate on 70 perce oA 
that income? a ef 

In this illustration: Shall the company owning some tax-exempt securiti 
the average for the industry, be stripped of $95,550—$1,279,550 less $1,184.00." 
to which an unrepealed decision of the Supreme Court says it is entitled? 

Under H.R. 4245 each dollar allowed each and every company to maintain 
the legal reserves needed for solvency, simply washes out, for the company | 
owning tax-exempt securities, about 70 percent of its proper exclusion for 
tax-free income. 

Given the same gross taxable income—investment income less tax-free in- 
terest—the company owning some tax-exempt securities can actually end up 
with a greater net taxable income than a company owning no tax-exempt sect: 
ritiesatall. (Seep. 9 and 10.) 

From another angle, if any doubt still remains as to the propriety of allowing 
the 100 million small savers who own most of the life insurance policies to 
take and keep one full deduction for their tax-exempt income, the figures in the 
first column on page 12 could easily be rearranged as follows: 


casera cpr eine rai enn mnetent cairns eneencahsenens as ciendinns 
ST ersiemrendupnienegricimaasmopniabantvanmpar eS niaee 1, 500, 000 
I sessment niesiiampurabiionl 9, 000, 000 
Deduct interest to maintain reserves and interest paid out 
($5,800,000 plus $800,000)... .____- cict~nebcaamatmmanti 6, 600, 000 





a 
essa sia ealetentnad 262, 500 


Leaving interest on capital and surplus of__--_~- 
Deduct interest on tax-exempt securities__ 


Taxable net investment income_-__._..------------.--._. 2, 137, 500 


And if H.R. 4245 were redrawn as these figures suggest, the resulting net| 
taxable income would be the same as is illustrated in column 8 of the table 
above for the company given full exemption for its tax-exempt income; which 
is to say that full exemption would then be given for tax-exempt interest 
and the life insurance companies would then be treated the same as other in-| 
vestors, and the admittedly confusing question of “double deductions” would 
be so avoided. 

Surely it cannot reasonably be denied that the life insurance companies are 
entitled to the same full exemption extended to all others, to the extent that 
full exemption does not exceed the interest arising from capital and surplus. 


8. Better off? Who? How? 


With respect to income from tax-exempt securities, it is said that the life 
insurance companies would at least fare better under H.R. 4245 than they dif 
under the 1950 stopgap legislation. | 

First, it cannot be stated too clearly, that under the 1950 stopgap legislation | 
tax-free income in the hands of life insurance companies is already tax free. | 

And, it seems specious but entirely fallacious to reason that life insurane 
companies are “better off” under H.R. 4245 when under that law the life com 
panies would be stripped of approximately 70 percent of their constitutional 
exemption from tax on their return from municipals, at the same time that the 
amount of their income taxes was substantially increased. 

Even more insidious are the future implications in the H.R. 4245 legislation 
If Congress can now deprive the life insurance companies of 70 percent of a cot 
stitutional right, and if that attempt goes unchallenged either in Congress # 
in the courts, what indeed is left to prevent a future Congress from stripping 
them, and all other investors as well, first of 80 percent, then of 90 percent, ani 
finally of 100 percent of such rights? 

This aspect of the proposed legislation we consider most serious and 
reaching. This indeed is the basis of our statement that if the proposed le 
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lation goes unchanged and unchallenged it could mean the end of the attractive- 
ness of municipals to all taxpaying investors. This in turn portends increasing 
difficulty for States and municipalties, and higher interest costs, when they 
try to raise the “social capital” which they sorely need. It has been estimated 
that the present backlog of needs for “social capital” is in excess of $50 billion. 

To the extent that these governmental units are so hampered in their financ- 
ing, may not the Federal Government itself have to pick up the tab? 

Il. H.R. 4245 would discriminate unfairly between life insurance companies 
and— 

1. Stock casualty companies. 
2. Regulated investment companies. 
3. The individual taxpayer. 

The preceding pages, and those which follow, surely show that the so-called 
adjustments to prevent double deduction in subsections 808(c) and 809(f) of 
H.R. 4245 are misleading misnomers. 

What follows is intended to show that the same subsections would discrimi- 
nate most unfairly against life insurance companies, when the proposed law is 
compared with the laws relating to tax-exempt income in the hands of other 
taxpaying groups, regulated investment companies, etc. In this respect, life in- 
surance companies are already at a great disadvantage because of the relatively 
heavy burden of combined Federal and State taxes already imposed upon them. 


1. Stock casualty companies 


Stock casualty insurance companies are allowed 12 different kinds of deduc- 
tions, among which are: interest paid; tax-exempt interest; policyholders’ divi- 
dends, without limitation, partially exempt interest, 85 percent of dividends re- 
ceived, and other trade and business expenditures not specifically allowed else- 
where. 

And the law further specifically provides—section 832(c)—that “nothing in 
this section shall permit- the same item to be deducted more than once.” Yet, 
despite this specific provision against multiple deductions, taxpayers under this 
section are freely permitted to deduct their interest paid. 

With no adjustment or reduction for the fact that such obligations may have 
been met, partly or wholly from tax-free interest, for which 100 percent deduc- 
tion has already been allowed. 

The emphasis here is intended not to suggest that this is improper, but to 
show the sharp discriminatory contrast with the cited provisions of H.R. 4245, 
which would deny the same privilege to life insurance companies, and to suggest 
that, if as much as 70 percent of their exemption for tax-free interest can be 
arbitrarily taken from the life companies, then the stock casualty companies, 
and indeed all other investors in municipal securities, may unknowingly be stand- 
ing next in line. 


2. Regulated investment companies 


Some of the very keenest competitors for the public’s investment dollar are 
the organizations defined in section 851 as “regulated investment companies,” 
commonly called mutual funds. 

Section 852(b) (2)D provides that such companies may deduct the full amount 
of the dividends paid the shareholders, without any deductions for the fact that 
some or all of the income from which such dividends are paid may have come 
from tax-free interest, for which 100 percent deduction has already been allowed. 

Again, the emphasis is intended not to suggest that this is improper, but to 
suggest that the sharply contrasting treatment of life insurance companies under 
the cited sections of H.R. 4245 adds up to an obviously unfair, crippling blow, a 
truly discriminating burden on over 100 million small savers whose life savings 
are largely in the life insurance policies they own; and to suggest again that if 
as much as 52 percent of 70 percent of their tax-free interest can be so arbi- 
trarily taken away from the life insurance companies, then regulated investment 
companies—and indeed all other investors in municipal securities—may also be 
standing next in line. 

Incidentally there are other unfair aspects of the relative treatment of life 
insurance companies and other groups of taxpayers relative to treatment of 
capital gains, ete., which are left out of the discussion in order to stress the 
manifestly unjust treatment of tax-free income when it happens to be in the 
hands of a life insurance company, compared to the advantages afforded all 
other investors. 
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3. The individual tarpayer 
The individual taxpayer’s net taxable income is determined as follows: 


sabia ealeepenanetaiimmmaeapeniad atantindeaanesip-ensbeclggessitieesdteccinm tei han LOA 1 
SEE : co 
nnn orem mr Se 05ND 2 a ol de 10 
Deduct : — 
Baemmerenie Pm a0 2 5 Ee 61 RABE) Sed ti ta eit tate $4, 200 
ene, COOIIIINOIINS i pe ee 1, 000 
Dees on merenees teen *42..0.666 52 ee 800 
a 6, 000 
IE EO NN i gan een ca Sin el eee be ekeee £000 


1 Not allowable, however, if the loan is made to purchase tax-exempt securities. 


But if the philosophy behind the cited section of H.R. 4245 were applied to the 
individual taxpayer, it would be figured this way: 











Nee a ceca emtmeeeinenmeemennmesien $15, 000 

a  cnentheusberenpesonepesenservecoarare ne a 5, 000 

Gross taxable income_-_---_.----------- weeeecneacece amesmmeneien 10, 000 

Deduct : 

NE oni hottie teem eememcn $4, 200 
nn I i ici emineeitiin enone 1, 000 
eS SERED IB hoe keene tc te nccceenen 800 
a aaa ceria 6, 000 
To avoid “double deduction,” add back_.......-.-----~. 2, 000 

om 4, 000 

Bee RRS TOON Oa: sietetink titetb cements het meentieginie mnigltinness 6, 000 


Of course, the add back to prevent double deduction would follow the pattern 
of H.R. 4245 and be determined in this way: 

Divide gross income of $15,000 into total deductions of $6,000 to determine 
that total deductions were 40 percent of gross income, then to avoid double 
deduction— 


I I NN, its bess cp eigenstate pendagmmeseiiie $6, 000 
Deduct 40 percent of tax-free interest_.........-...__------ le 2, 000 
ee en ieereneruhchenmesranmnmenescssnaumbhonsiedins 4, 000 


Such a procedure seems repugnant and unthinkable. Yet it is the precise 
method prescribed by H.R. 4245 for stripping the life insurance companies of 
about 70 percent of their constitutional right to full exclusion of tax-free interest 
from their tax base. 

Four questions.—At this point one might ask: If the life insurance companies 
were given full income tax exclusion on tax-free income— 

A. How much less revenue would the U.S. Treasury receive under H.R. 
4245? 

B. What would be the overall effect on the total tax bill of the life insur- 
ance companies? 

C. Could the life insurance companies then concentrate on municipal bond 
investments, and so eliminate much, if not all, income tax liability? 

D. How could H.R. 4245 be amended to give the life insurance companies 
the full exclusion on tax-free income to which they are constitutionally 
entitled? 

A. The answer to the first question is that the revenue to the Treasury, be- 
cause of life insurance company ownership of these bonds, might rather be 
increased. 

Tax-free income is as yet tax free in the hands of any owner of tax-exempt 
securities. 

As yet, the U.S. Government does not lose anything because of life insurance 
company ownership of tax-free bonds. But since H.R. 4245 would then impose 
the corporate tax rate of 52 percent on only the properly taxable income of the 
life insurance companies, and since the tax rate applying to the traditional 
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jolders of these securities is normally much higher, the Treasury should profit 
to the extent that life insurance company activity in this market might reduce 
the amounts otherwise available to buyers in the higher tax brackets, who would 
then invest in taxable securities and so pay income taxes at rates higher than 
§2 percent. 

B. The answer to the second question is that if the life insurance companies 
enjoyed the full exclusion accorded other taxpayers, instead of only a 30 percent 
exclusion, then theoretically the revenue to the Treasury could be reduced by 
about $3214 million, from the $563 million which H.R. 4245 would now impose on 
the 1958 income of the life insurance companies. But actually, for the reason 
stated above, the total tax take of the Treasury should instead be increased. 

It’s all a question of what tax rate applies to the individual owner of these 
securities. 

C. The answer to the third question is that just so long as municipal bonds are 
tax exempt, their purchase and ownership by any investor will serve to eliminate 
tax liability for those who invest in them, whether individuals or corporations. 
Even today it would be theoretically possible for mutual funds, stock casualty 
and fire insurance companies, etc., to invest all their funds in tax-exempt 
securities. If granted their full constitutional rights, so could the life insurance 
companies—in theory. Neither the banks and the casualty companies nor the 
life companies would do so because— 

1. it can be proven that it is physically impossible ; 

2. a little study shows that it would be entirely impractical ; 

8. it can be demonstrated that it would be a self-defeating plan; 

4. even if the life insurance companies were to make such an effort, they 
could profitably acquire only that portion of the municipals which get into 
the hands of taxpayers in less than a 50 percent bracket—a group to whom 
municipals have traditionally never been particularly attractive; and 

5. none of these questions bears directly on the real issue: Is tax-exempt 
income in the hands of the small savers who own life insurance policies to 
receive the same exclusion from taxes as is allowed any other investor? ; 

D. Subsection 805(e) is the so-called adjustment to prevent double deductions 
in subpart B, phase I. Subsection 809(f) is similarly labeled in subpart C, 
phase II. The following changes would amend these subsections so as to elimi- 
nate their unconstitutional treatment of tax-free interest, and at the same time 
leave their intended effect on the treatment of stock dividends unchanged : 

Change lines 6 and 7, page 20, to read “(1) the amount deductible under para- 
graph (7) of section 804(c) by.” 

In line 21, page 20, change “sum” to “amount.” 

Strike the dash in line 21 and all of lines 22, 23, and 24, page 27. 

Strike all of lines 1 and 2 and “(iii)” from line 3, page 28. 

Change line 6, page 28, to “the ratio—.” 

Change line 7, page 28, to “(A) the numerator of which is the sum of.” 
Change line 11, page 28 to “(B) the denominator of which is the in-.” 

Strike “(ii)” in line 16, page 28. 
Change line 18, page 28, to “(A), the adjustment under this paragraph shall 





Change line 19, page 28, to “the deductions provided in sections 248, 244, and 
245 (as modified by subsection (e) (7) ).” 


Ill, THE END OF TAX-FREE SECURITIES? 


Why start with the small saver? 

Life insurance is a vehicle through which over 100 million small savers try 
to shield their wives and children—or widows and orphans—against the suffer- 
ings that accompany or follow disability and death; and to assure themselves 
some self-provided comforts in old age. These are the very people who, over the 
years, have saved a part of their hard-earned dollars to invest over $100 billion 
through their life insurance companies in the national economy while trying 
to keep themselves and their families off the Government’s back. 

Most certainly they should not be the very first to be arbitrarily stripped of 
their constitutional right to exemption from tax on income which they have 
been told by the Supreme Court was tax-free. And if H.R. 4245 goes un- 
challenged and unchanged, then inevitably these small savers will not be the 
last. Tax-free municipal bonds will before long become just a memory. 

The long-range implications of this situation have become a matter of grave 
concern to legislators as well as life insurance company representatives and the 
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insuring public. What follows is quoted from Report No. 34 on H.R. 4245, 
pages 87 and 88. 

“Insufficient consideration has been given to the economic impact of the reve 
nue implications of the bill * * *. 

“The new formula imposes a still greater total burden on policyholders gay. 
ings them * * * the 1942 formula. * * * Both the Treasury Department and 
the Congress have recognized that the 1942 act * * * would impose an inequi- 
table burden on policyholders savings * * *. 

“Over half of the life insurance in force today does not include savings feg- 
tures. Inflation and taxation have influenced this result. The trend toward 
pure protection and away from savings features is of great economic con. 
cern, * * * Healthy expansion of our economy depends in a large measure 
on the rate of capital accumulation made available through private institutions 
such as the life insurance companies. Taxes on investment income * * * ra 
duce the interest credited to policyholders savings and such a tax burden 
further discourages savings through the purchase of life insurance * * *, 

“Life insurance companies are already heavily taxed by the States, possibly 
more heavily than any other: industry. These State taxes are unique and haye 
no counterpart in the case of other thrift institutions. * * * In enacting the 
MeCarran Act, Congress * * * evidenced * * * intent to give priority to the 
States in taxing the insurance business * * *,” 

Finally, and in a nutshell, having in mind: 

1. That the Supreme Court decision herein cited has neither been re- 
pealed nor qualified, it is today the law of the land. That the Supreme 
Court might or might not now reach the same conclusion is beside the point, 
(See p. 3.) 

2. That H.R. 4245 appears to contravene that decision in the same way 
as did the 192llaw. (See pp. 5-9, 10-11.) 

8. That this is not true of the 1942 and the 1950 “stopgap” legislation, 
(See pp. 7-8.) 

4. That we have here, not a question of a double deduction, but a ques- 
tion of one full deduction to over a 100 million small savers. (See pp. 12-16.) 

5. That instead of “being better off,” the life insurance companies would 
be stripped by H.R. 4245 of the exemption from tax on 70 percent of their 
tax-free income, at the same time that the amount of their income taxes 
would be very substantially increased. (Seep. 17.) 

6. That, if Congress today can deprive one group of 70 percent of a con- 
stitutional right, a future Congress can strip them, and indeed all other 
investors as well, first of 80 percent, then of 90 percent, and finally of 100 
percent of such rights. (Seep. 17.) 

7. That full exclusion from income tax on tax-free income is given other 
taxpaying groups and individuals. (See pp. 18-20.) 

8. That, though allowing life insurance companies the same exclusions 
as is accorded others might theoretically reduce the proposed $563 million 
of taxes by $32.5 million, it might more likely increase the total tax take 
to the Treasury. (See p. 21.) 

9. That the law could be rather easily amended to eliminate this injustice. 
(See p. 22.) 

10. Finally, that in addition to the taxes paid the Federal Government, the 
life insurance companies pay taxes to the States in the approximate amount 
of about $300 million. 

Is it fair or reasonable to deprive over 100 million small savers of their con- 
stitutional right to tax-free income, and discriminate unfairly between them 
and other investors? 
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LiFe INSURANCE INDUSTRY 


TOTAL INVESTMENT INCOME - $33 BILLION 


30 % 70% 


me on 
oo and Income on statutory Reserves 


| |suplus-*1Bitlion) =9$24 BILLION 





SOURCE OF INCOME 


97; % from taxable investments 


| $3.4 BILLION 





21% from tax-free 
investments 


4! BILLION 
10 


ALTERNATE PrRopOsED AMENDMENT TO SuBSECTION 809(f) or H.R. 4245 


The proposed changes have bene shown on a separate sheet. Subsection 
809(f) is shown below as it would appear after amendment. New material is 
italicized ; deleted material appears in black brackets. 

“(f) ADJUSTMENT To PREVENT DOUBLE DEDUCTIONS.— 

“(1) AMOUNT OF ADJUSTMENT.—The total of the amounts allowable as de- 
ductions under subsection (d) shall be reduced by the [amount determined by 
nultiplying] sum of— 

“(A) the [sum] lesser of— 

“[(i) the amount of interest which under section 103 is excluded 
from gross income] (i) the excess, if any, of the policy and other con- 
tract liability deduction (determined under section 805) over the net 
investment income (determined under subsection (c) of section 804), and 

“(ii) [the deduction provided by section 242 (as modified by sub- 
section (e)(6)), and] the amount of interest which under section 103 
is excluded from gross income plus the deduction provided by section 
242 (as modified by subsection (e) (6)), and 

“[(iil) the deductions provided in sections 243, 244, and 245 (as 
modified by subsection (e) (7), by] 

“(B) [the ratio] the amount determined by multiplying the deductions 
provided in sections 243, 244, and 245 (as modified by subsection (e)(7)), 
by the ratio 

“(i) the numerator of which is the sum of the required interest (as 
defined in paragraph (2)) plus the small business deduction provided 
by subsection (d) (5), and 

“(ii) the denominator of which is the investment yield (as defined 
in section 805(b)(5)) computed without regard to the limitation in 
section 804(c)(1) (relating to deduction for investment expenses). 

(The balance of the subsection would continue without change from the 
original bill. ) 
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Proposep AMENDMENT TO SUBSECTION 809(F) oF H.R. 4245 


The proposed changes have been shown in the memorandum. Subsection 
809(f) is shown below as it would appear after amendment. New materia) is 
italicized, deleted material appears in black brackets. 

“(f) ADJUSTMENT To PREVENT DousLeE DeEpUCTIONS.— 

“(1) AMOUNT OF aDJUsTMENT.—The total of the amounts allowable as de. 
ductions under subsection (d) shall be reduced by the amount determined by 
multiplying— 

“[(A) the sum of} — 


“[(i) the amount of interest which under section 103 is excluded from 
gross income, 


“[(ii) the deduction provided by section 242 (as modified by subsec. 
tion (e)(6)), and 


“[(iii)] the deductions provided in sections 243, 244, and 245 (as 
modified by subsection (e) (7) ), by 
“{(B)] the ratio— 

“(A)[(i)] the numerator of which is the sum of the required interest 
(as defined in paragraph (2)) plus the small business deduction pro. 
vided by subsection (d) (5), and 

“(B)[(ii)] the denominator of which is the investment yield (as de 
fined in section 805(b)(5)) computed without regard to the limitation 
in section 804(c)(1) (relating to deduction for investment expenses), 

If the denominator referred to in subparagraph (B)[(ii)] is less than the 
numerator referred to in subparagraph [(B)(i)](A), the adjustment under 
this paragraph shall be [the sum determined under subparagraph (A)] the 
deductions provided in sections 248, 244, and 245 (as modified by subsection 
(e)(7)). 

(2) REQUIRED INTEREST.—For purposes of paragraph (1) 
quired interest” means the total of— 

“(A) the sum of the product ascertained under section 805(b) (4) (A); 

“(B) the deduction for the investment yield on pension plan reserves 
(determined under section 805(c)) ; and 

“(C) the deduction for interest paid (as defined in section 805(d)). 

D. Subsection 805(e) is the so-called “Adjustment to Prevent Double De 
ductions” in Subpart B, phase I. Subsection 809(f) is similarly labeled in 
Subpart C, phase II. The following changes would amend these subsections so 
as to eliminate their unconstitutional treatment of tax-free interest, and at the 
same time leave their intended effect on the treatment of stock dividends 
unchanged. 

Change lines 6 and 7, page 20, to read “(1) the amount deductible under 
paragraph (7) of section 804(c) by”. 

In line 21, page 20, change “sum” to “amount”. 

Change lines 20, 21, 22, 23, 24, page 27, and lines 1, 2, 3, 4, 5, and 6, page 28 
to read: 

“(d) shall be reduced by the sum of— 

“(A) the lesser of— 

“(i) the excess, if any, of the policy and other contract liability de 
duction (determined under section 805) over the net investment income 
(determined under subsection (c) of section 804), and 

“(ii) the amount of interest which under section 103 is excluded 
from gross income plus the deduction provided by section 242 (as modli- 
fied by subsection (e) (6)), and 
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“(B) the amount determined by multiplying the deductions provided in 
sections 243, 244, and 245 (as modified by subsection (e)(7)), by the 
ratio—” 

Change lines 18 and 19, page 28, to read: 

“(B) (i), the amount in subparagraph (B) shall be the deductions provided in 
sections 243, 244, and 245 (as modified by subsection (e) (7) ).” 

Nore.—Although this change would allow a company to exclude 100 percent 
of its tax-exempt interest from its taxable investment income, it prevents a com- 

from offsetting any portion of its underwriting gains if its policy and 

contract liability deduction should exceed its net investment income. This 
then, is truly the “adjustment to prevent doubt deduction.” 


ProposeD AMENDMENT TO SUBSECTION 805(E) or H.R. 4245 


The proposed changes have been shown in the memorandum. Subsection 
805(e) is shown below as it would appear after amendment. New material is 
italicized, deleted material appears in black brackets. 

“(e) ADJUSTMENT To Prevent DovusLe Depuctions.—The adjustment re- 
ferrred to in subsection (a) is the amount determined by multiplying— 

“(1) the [sum of the amounts] amount deductible under [paragraphs 
(5), (6), and] paragraph (7) of section 804(c) by— 
“(2) the ratio— 
“(A) the numerator of which is the sum of— 
“(i) the deduction for the investment yield on adjusted life 
insurance reserves, 
“(ii) the deduction for the investment yield on pension plan 
reserves, 
“(iii) the deduction for interest paid, plus 
“(iv) the small business deduction provided by section 804(c) 
(9), and 
“(B) the denominator of which is the investment yield for the 
taxable year. 
If the denominator referred to in paragraph (2) (B) is less than the numerator 
referred to in paragraph (2) (A), the adjustment under this subsection shall be 
the [sum] amount determined under paragraph (1). 
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LiFe CoMPANIES INTERESTED IN TAX-FREE INTEREST 


Acadia Life Insurance Co., Rayne, La. 

American General Life Insurance Co., Rusk Building, Houston, Tex. 

American Hospital and Life Insurance Co., Pecan and St. Marys Streets, San 
Antonio, Tex. 

— National Insurance Co., Moody Avenue at Market Street, Galveston, 

ex. 

American Life Insurance Co., American Life Building, Birmingham, Ala. 

Amat aaeet Life Insurance Co., 30 West Fall Creek Parkway, Indiana. 
polis, ind. 

Amicable Life Insurance Co., Amicable Life Building, Waco, Tex. 

Atlas Life Insurance Co., New Orleans, La. 

Atlas Life Insurance Co., 212 Florence Trust Building, Florence, 8.0. 

Bankers National Life Insurance Co., 1 Sunset Avenue, Montclair, NJ. 

Bankers Security Life Insurance Society, 103 Park Avenue, New York, N.Y. 

Business Mens’ Assurance Co. of America, 215 Pershing Road, Kansas City, Mo, 

Central Life Assurance Co., Alexandria, La. 

Central States Life, Alexandria, La. 

College Life Insurance Co. of America, College Square at Central Court South, 
Indianapolis, Ind. 

Colonial Life Insurance Co., 111 Prospect Street, East Orange, N.J. 

Cclumbian Mutual Life Insurance, Co., 305 Main Street, Binghamton, N.Y. 

Columbian National Life Insurance Co., 77 Franklin Street, Boston, Mags. 

Community Mutual Life Insurance Co., 219 South Boston Avenue, Tulsa, Okla. 

Companion Life Insurance Co., 345 Madison Avenue, New York, N.Y. 

Continental American Life Insurance Co., 11th and King Streets, Wilmington, 
Del. 

Credit Life Insurance Co., 120 South Simestone Street, Springfield, Ohio. 

Delta Life Insurance Co., New Orleans, La. 

Dixie Cooperative Life, Bogalusa, La. 

Durham Life Insurance Co., 330 Fayette Street, Raleigh, N.C. 

Eastern Life Insurance Co. of New York, 306 Fourth Avenue, New York, N.Y. 

Empire State Mutual Life Insurance Co., 315 North Main Street, Jamestown, 
N.Y. 

Equitable Life Insurance Co., 816 Fourteenth Street NW., Washington, D.C. 

Evangeline Life Insurance Co., 146 West Main Street, New Iberia, La. 

Farmers New World Life, 618 Second Avenue, Seattle, Wash. 

Fireside Commercial Life Insurance Co., 803 Johnston Street, Alexandria, La, 

Federal Life Instrance Co., 6100 North Cicero Avenue, Chicago, Il. 

First National Life Insurance Co., 632-36 Baronne Street, New Orleans, La. 

Franklin Life Insurance Co., 812 South Sixth Street, Springfield, Il. 

Great Southern Life Insurance Co., 4310 Dunlavy Street, Houston, Tex. 

Gulf Life Insurance Co., 125 West Ashley Street, Jacksonville, Fla. 

Hali Life, Monroe, La. 

Home Security Life Insurance Co., 111 Corcoran, Durham, N.C. 

Independent Life and Accident Co., The, 233 West Duval Street, Jacksonville, Fila. 

Insurance Co. of North America, New York, N.Y. 

Interstate Life and Accident, 540 McCallie Avenue, Interstate Building, Chatta- 
nooga, Tenn. 

Jacob Shoen & Son Life Insurance Co., New Orleans, La. 

Jeff Davis Mortuary Benevolent Association, Jennings, La. 

Jefferson National Life Insurance Co., 241 North Pennsylvania Street, Indian- 
apolis, Ind. 

Jefferson Standard Life Insurance Co., Jefferson Square, Greensboro, N.C. 

Kansas City Life Insurance Co., 3520 Broadway, Kansas City, Mo. 

Kilpatrick Life, Shreveport, La. 

Lafond Life Insurance Co., Opelousas, La. 

Lafourche Life Insurance Co., Raceland, La. 

Lamar Life Insurance Co., The, 317 East Capitol Street, Jackson, Miss. 

Laughlin Industrial Life Insurance Co., New Orleans, La. 

Leitz-Egan Life Insurance Co., New Orleans, La. 

Liberty Life Insurance Co., Liberty Life Building, Greenville, S.C. 

Liberty National Life Insurance Co., Liberty National Life Building, Birming- 
ham, Ala. 

Lincoln National Life Insurance Co., 1301-27 South Harrison Street, Fort 
Wayne, Ind. 


ots, San 
lveston, 


ndiana- 


N.Y, 
ity, Mo, 


South, 
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Lincoln Income Life Insurance Co., 981 South Third Street, Louisville, Ky. 

Life Insurance Co. of Georgia, 573 West Peachtree Street NE., Atlanta, Ga. 

Life Insurance Co. of Virginia, The, Capitol and Tenth Streets, Richmond, Va. 

Magnolia Life Insurance Co., Lake Charles, La. 

Midland National Life Insurance Co., 104 South Maple Street, Watertown, S. Dak. 

Melancon Industrial Insurance Co., Carencro, La. 

Midwest Life Insurance Co. of Lincoln, Nebraska, 500 South 16th Street, 
Lincoln, Nebr. 

Minnesota Mutual Life Insurance Co., The, Victory Square, St. Paul, Minn. 

Monarch Life Assurance Co., The, Victory Square, St. Paul, Minn. 

Monarch Life Assurance Co., The, 215 Portage Avenue, Winnipeg, Canada. 

Monumental Life Insurance Co., Charles and Chase Streets, Baltimore, Md. 

Mother Life Insurance Co., New Orleans, La. 

Mulhearn Protective Association, Monroe, La. 

National Equity Life Insurance Co., 209 West Capitol Avenue, Little Rock, Ark. 

National Old Line Insurance Co., Capitol Avenue at Wood Lane, Little Rock, Ark. 

National Reserve Life Insurance Co., 515 South Main Avenue, Sioux Fails, S. 
Dak. 

Nationwide Life Insurance Co., 246 North High Street, Columbus, Ohio. 

National Life Insurance Co., 246 North High Street, Columbus, Ohio. 

North American Life Insurance Co. of Chicago, 36 South State Street, Chicago, 
Il. 

North American Reassurance Co., 161 East 42d Street, New York, N.Y. 

Northern Life Insurance Co., Third Avenue at University Street, Seattle, Wash. 

Occidental Life Insurance Co, of North Carolina, Cameron Village, Raleigh, N.C. 

Ohio National Life Insurance Co., The, 2400 Reading Road, Cincinnati, Ohio. 

Old Line Life Insurance Co. of America, The, 707 North 11th Street, Milwaukee, 
Wis. 

Olympic National Life Insurance Co., 915 Second Avenue, Seattle, Wash. 

Orleans Insurance Co., New Orleans, La. 

Pan-American Life Insurance Co., 2400 Canal Street, New Orleans, La. 

Paul Revere Life Insurance Co., The, 18 Chestnut Street, Worcester, Mass. 

Peninsular Life Insurance Co., 645 Riverside Avenue, Jacksonville, Fla. 

Pelican State Life, Jonesboro, La. 

Peoples Life Insurance Co., 1348 H Street NW., Washington, D.O. 

Philadelphia Life Insurance Co., 111 North Broad Street, Philadelphia, Pa. 

Pilot Life Insurance Co., Box P, Greensboro, N.C, 

Poole Funeral Benefit Association, Bogalusa, La. 

Postal Life Insurance Co. of New York, 511 Fifth Avenue, New York, N.Y. 

Protective Life Insurance Co., Protective Life Building, 2027 First Avenue 
North, Birmingham, Ala. 

Provident Life Insurance Co., Provident Life Building, Bismarck, N. Dak. 

Rabenhorst Industrial Life, Baton Rouge, La. 

Ramson Industrial Life, New Orleans, La. 

Republic National Life Insurance Co., 3988 North Central Expressway, Dallas, 
Tex. 

Security Benefit Life Insurance Co., 700 Harrison Street, Topeka, Kans. 

Security Life Insurance Co., Donaldsonville, La. 

Security Industrial Insurance Co., Donaldsonville, La. 

Security Life & Accident Co., Security Life Building, Denver, Colo. 

Southeastern States Life Insurance Co., 2728 Agnes Street, Corpus Christi, Tex. 

Southern National Life Insurance Co., 516 Florida Street, Baton Rouge, La. 

Southwestern Life Insurance Co., Southwestern Life Building, Dallas, Tex. 

Standard Life Insurance Co. of Indiana, Washington and Fall Creek Boulevards, 
Indianapolis, Ind. 

Sun Life Insurance Co. of America, 109 Bast Redwood Street, Baltimore, Md. 

Thomas Life Insurance Co., Hammond, La. 

Travelers Insurance Co., The, 700 Main Street, Hartford, Conn. 

Union Life Insurance Co., Union Life Building, Little Rock, Ark. 

Union Mutual Life Insurance Co., 396 Congress Street, Portland, Maine. 

Union National Life Insurance Co., 1020 Florida Street, Baton Rouge, La. 

United Fidelity Life Insurance Co., 1029 Elm Street, Dallas, Tex. 

United Life & Accident Insurance Co., 2 White Street, Concord, N.H. 

United Life Insurance Co., Bastrop, La. 

United States Life Insurance Co. in the City of New York, The, 84 William 
Street, New York, N.Y. 
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Universal Life Insurance Co., 480 Linden Avenue, Memphis, Tenn. 

West Coast Life Insurance Co., 605 Market Street, San Francisco, Calif. 
Western Life Insurance Co., 604 Park Avenue, Helena, Mont. 

Willet Industrial Life, Plaquemine, La. 


Wisconsin National Life Insurance Co., 77-81 Washington Boulevard, Oshkosh, 
Wis. 
Woodmen Accident & Life Co., 1526 K Street, Lincoln, Nebr. 
The Cuarrman. Thank you very much, Mr. Cummings. 
Mr. Cummines. Thank you, sir. 
The Cuatrman. The committee will now recess to 2:30 this after- 
noon. 
(Whereupon, at 1 p.m., the committee recessed, to reconvene at 
2:35 p.m. this same day.) 


AFTERNOON SESSION 


Senator Kerr. Mr. John A. Kendrick, Quaker City Life Insur- 
ance Co. 


STATEMENT OF JOHN A. KENDRICK, OF THE FIRM OF BURTON, 
HEFFELFINGER, McCARTHY & KENDRICK, WASHINGTON, D.C., 
APPEARING ON BEHALF OF QUAKER CITY LIFE INSURANCE C0. 
OF PHILADELPHIA, PA. 


Mr. Kenprick. Mr. Chairman, I am John A. Kendrick, member of 
the law firm of Burton, Heffelfinger, McCarthy & Kendrick, having 
offices in the Investment Building, Washington, D.C. My firm is legal 
counsel for Quaker City Life Insurance Co. of Philadelphia, Pa, 
which is licensed in 20 States as an industrial life insurance company 
with assets of approximately $20 million and insurance in force of 
approximately $254 million. 

As the committee knows, on February 18, 1959, this House of Repre- 
sentatives passed the bill which is presently before the committee. It 
is eer ts produce income to the Treasury of approximately $545 
million for the taxable year 1958, with the resultant increase in the 
life insurance tax revenue of approximately 70 percent in 1 year. 
This company, Quaker City Life Insurance Co. of Philadelphia, recog- 
nizes the need for a permanent and equitable tax formula for the life 
insurance industry that will increase the revenue to the Federal Gov- 
ernment. 

However, our interpretation of the life insurance company tax bill 
would indicate an increase of approximately 600 percent of our tax 
paid in 1958 on 1957 operations. We expect an increase in tax. How- 
ever, management betleves that such a drastic increase in tax may 
jeopardize the solidarity not only of Quaker City Life Insurance Co., 
but.also many other competing companies. 

The new tax bill is based on assumptions. Projections were made 
by the industry, but the final 1958 earnings were not known at the 
time this bill was drafted. Since the earnings of the industry are 
now available, we ask would it not be prudent to reinvestigate the 
effect this bill will have on the industry # 

Quaker City Life Insurance Co. is a relatively small industrial in- 
surance company which has been operating for 40 years. The nucleus 
of the policyholders are the low-income group. The average policy 
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is less than $500, and there are aproximately 700,000 policies in force, 
the majority of which have been issued on a permanent plan of life 
insurance. All of these contracts must be honored. All policies have 
been issued on a nonparticipating basis. Consequently, there is no 
dividend scale to be adjusted nor is there any contractual provision 
for assessments. ‘The only logical conclusion is an inevitable increase 
jn premium rates which must be borne by all new policyholders. It 
seems unfair that they must bear this burden to the benefit of all present 
licyholders. 

The life insurance industry has been taxed not only by the Federal 
Government, but also by each individual State. The life insurance 
industry has already had imposed upon it taxes far greater than any 
other known industry on the State level. During recent years there 
have been State governments that have enacted additional legislation 
increasing the revenue from life insurance companies. Since taxes on 
premiums an to State, county, and municipal governments will be 
a deductible item in the life insurance Federal tax return, this bill 
opens an avenue for future increased-tax legislation. 

During the past 4 years the capital, surplus, and voluntary reserves 
of this company have increased $700,000. The new proposed life 
insurance tax would equal approximately half of this amount in 
lyear. This example outed justifies that the smaller companies 
should receive substantial assistance in the final tax formula. It is 
definitely unfair to increase the industry level by 70 percent and 
this company’s by 600 percent. The future policyholders should not 
be adversely penalized to the benefit of the present policyholders, 
nor should all the gains of the past 4 years be reduced by one-half 
in the proposed 1-year tax increase. The entire formula should be 
reappraised, and some consideration for individual exceptions to 
companies like Quaker City Life Insurance Co. that may be penalized 
by excessive tax increases. 

Senator Kerr. Mr. Kendrick, you say that your tax for 1958 would 
be up 600 percent from what it was in 1957, 

Mr. Kenprick. Yes, sir. 

Senator Kerr. Do you have the financial statement for your com- 
pany for 1957 ? 

Mr. Kenprick. I do not with me, Mr. Chairman. I would like 
the opportunity, particularly in view of the fact that I understand 
there will be some additional hearings held on the 17th, to produce 
any additional information requested by the committee- 

Senator Kerr. Would you look at this and see if that is it, and 
if it gives information pertinent to your company ¢ 

Mr. Kenprick. Is that Best’s? Iam sure it is, sir. 

Senator Kerr. Does that show the profit of your company in 1957? 

Mr. Kenprick. I believe this is correct; yes, sir. I ~~ not com- 
pared it with our own statement, but I am sure it is correct. 

Senator Kerr. What does that show it to be in 1957 ¢ 

Mr. Kenprick. As to the profit itself, sir? 

Senator Kerr. Yes. 

Mr. Kenprick. It shows a decrease in surplus, but I do not see 
the profit figure right offhand. 

Senator Kerr. Isn’t there an item there “Gains for operations’ ? 

Mr. Kenprickx. There is a net operating gain figure. 
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Senator Kerr. Would that have any relationship to profit? 

Mr. Kenprick. Not to be facetious, Senator-—— 

Senator Kzrr. I am not being facetious. 

Mr. Kenpricx. No; I know you aren’t. 

Senator Kerr. I am just a child in the woods in these financial 
statements. I am just asking you to lead me, guide me. 

Mr. Kenprick. i know you are not being facetious, sir. I was 
saying that by way of predicating my following remarks, that yes- 
terday afternoon I arrived just as the committee had adjourned for 
the evening and I said to your aid here, “Does anybody ever invoke 
the fifth amendment before this committee?” He said in a horrified 
tone, “No, they don’t.” 

I am not invoking the fifth amendment but I am saying I am 
ignorant of these facts. I am merely giving this statement for the 
president of the reagent who was here up until this morning and 
then had to leave at is why I asked permission of the committee 
to subsequently introduce additional information which has been 
requested by the committee. 

Senator Kerr. Well, you make a statement that you are going to 
have to pay 600 percent more taxes, and for that to have the signifi- 
cance to me that F think you want it to have—for me and other mem- 
bers of the committee—we would have to know what your profit was 
in 1957, what it will be in 1958; what your taxes were for 1957, what 
they will be for 1958. 

Mr. Kenovricx. Right, sir, and I will be glad to supply that infor- 
mation. 

Senator Kerr. What does that show as dividends paid in 1957? 

Mr. Kenprick. $463,000. 

Senator Kerr. You wouldn’t pay $463,000 in dividends when you 
had a net loss, I don’t suppose. 

Mr. Kenprick. No. There is not a net loss. There is shown a net 
operating gain. 

Senator Kerr. Of how much? 

Mr. Kenpricx. According to the book that you have handed me. 

Senator Kerr. Well, now, that is not my book. I just 

Mr. Kenprick. No. And I subscribe to its accuracy. I think it 
is correct. 

Senator Kerr. I am not even in a position to do that. 

Mr. Kenorics. Right. 

Senator Kerr. Does that show the taxes paid by your company? 

Mr. Kenoprick. I am sure it does. There is a figure here of taxes. 
It does not state whether this is to the Federal—— 

Senator Kerr. Well, we really would need to know, wouldn’t we? 

Mr. Kenorick. Yes, sir. And we will be glad to supply that infor- 
mation, sir. 

Senator Kerr. All right. Then supply for the record the profit for 
1957, the Federal taxes for 1957, the net gain from operations in 
1957, and the same figures for 1958. 

Mr. Kenorics. Right, sir. 

Senator Kerr. Thank you very much. 

(The material referred to was not supplied at the time the hearings 
were printed.) 

Senator Kerr. Are there any other questions? 
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Senator Carison. Mr. Chairman, I have a statement of an insurance 
company in the State of Kansas, the Central Plains Life Insurance 
Co. which might bear out some of the figures that have just been 
submitted by Mr. Kendrick for his company. It discloses the fact that 
the taxes set up for 1958 based on 1957 and previous years’ earnings, 
were $6,500. ‘The total tax, income tax under the proposed legislation 
would be $36,554, or a difference of $30,054. 

Senator Kerr. On what earnings? 

Senator Cartson. For 1958, Central Plains Life Insurance Co.; 
net investment income, $29,180. Operations net income, $153,865. 
The total net income, $183,045. 

Senator Anperson. I think the record will show they made about 
$24,000 in investment income and $200,000 income from operations. 

Senator Kerr. Net gain from operations. 

Senator Anperson. We took the investment income and figured 
what amout they would pay on this, and $2,000 would be right, $2,000 
or $3,000. 

Senator Kerr. I guess we would have to be confronted with the 
question as to whether or not $6,000 taxes on $200,000 net gains from 
operations was extraordinarily—was adequate. Well, that will be 
some of the matters that we are going to have to make some kind of a 
decision on. 

All right, Mr. McClatchey. 


STATEMENT OF DEVEREAUX F. McCLATCHEY, GENERAL COUNSEL, 
THE NATIONAL ASSOCIATION OF LIFE COMPANIES, ACCOMPANIED 
BY DeWITT ROBERTS, EXECUTIVE SECRETARY, THE NATIONAL 
ASSOCIATION OF LIFE COMPANIES 


Mr. McCiatcuey. Mr. Chairman, gentlemen of the committee, my 
name is Devereaux F. McClatchey. I am general counsel of the 
National Association of Life Companies, a trade association organized 
under the laws of the State of Georgia, with a membership of more 
than 120 small and medium sized life insurance companies in 25 
States. 

I am accompanied here today by Mr. DeWitt Roberts, who is execu- 
tive secretary of the association, and I would like, if I may, to refer 
any technical questions to him and I respectfully say that almost any 
questions are technical on this subject in my opinion. 

Senator Kerr. I would say that is a profound conclusion. 

Mr. McCuatcuey. This appearance before the Senate Finance Com- 
mittee is to express our viewpoint on H.R. 4245, a bill relating to the 
taxation of the income of life insurance companies, and to save time I 
would like to omit portions of my printed statement and to some extent 
talk from it rather than to read it, if it pleases the committee. 

Senator Kerr. The entire statement will be made a part of the 
record and you may make such observations as you see fit. 

Mr. McCuiatcuey. While we recognize the writing of either a satis- 
factory or durable tax measure in the field of life insurance presents 
unusual difficulties, we are convinced that this pending measure is a 
bad bill that should be either rewritten in its entirety or substantially 
amended. 
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I would like to call attention to the fact that so far in these heari 


no witness has supported the present bill as now drawn without 
amendments. 


Senator Kerr. Say that again. 

Mr. McCuarcury. So far in these hearings no industry witness has 
supported the present bill as now drawn without suggesting gub. 
stantial amendments. 

Senator Kerr. Have you figured up the sum total of the deductions 
that would be obtained if all of the amendments were adopted?! 

Mr. McCuatcury. No, sir, I have not, Mr. Chairman. 

Senator Kerr. I am going to ask somebody that is an expert in 
that field to do it for me when the hearings are over and see if the 
bill then as amended by the suggestions would add to the surplus or 
the deficit. [Laughter. | 

Senator Anperson. I am prepared to say the Senator from Okla- 
homa, as near as I can see, came out with a new term known as the 
“negative.” 

Mr. McCuiarcuey. I may also remark that the bill in my opinion 
as now drawn is so confusing and complicated that at the least it is 
bound to result in very extensive litigation. 

Weare making our criticism of this measure in the face of a hammer 
over the heads of the industry in that we are told in effect either 
take this bill or pay under the 1942 act, which is admittedly a chal- 
lenging set of alternatives. 

First, we think that this bill is excessive for the present earnings 
of the industry. The gains from operations of the industry I have 
been reliably informed will amount to approximately $114 billion 
for 1958 before any taxes, Federal, State or local, are deducted. 

Senator Anprerson. Where do you get that figure ? 

Mr. McCurartcney. I believe that came—Mr. Roberts can give you 
that information. 

Mr. Roserts. Those were the figures used by the Treasury from 
some estimates I think from the Institute of Life Insurance. 

Senator Kerr. I believe that was the estimate Mr. Lindsay gave us. 

Mr. McCuatcuey. State taxes will amount to about $300 million 
leaving a balance of $950 million from which under this bill the 
Treasury would take in excess of 58 percent without any allowance 
for tax-exempt interest. 

We believe that this is obviously an excessive amount. There are 
probably other witnesses who have developed or will develop the 
thesis of excessive taxation as it affects the economy of the country 
and the people who are dependent upon the institution of life insur- 
ance for their welfare. 

We will talk predominantly about the competitive aspects of this 
measure, and I would like to omit the portions of my talk which deal 
with the history of life insurance taxation since that 1s well within the 
knowledge of the committee, 

The present bill is a hodgepole of previously abandoned and un- 
workable laws. It discriminates in our opinion very heavily against 
small companies in competition for reasons we will give, and we feel 
that it discriminates against stock companies, as compared to mutual 
companies, and that it destroys the historic competitive relationship 
within the industry. 
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Further, it exempts broad segments of the industry from any tax 
whatsoever. It allows some companies an artificial deduction based 
on industry averages not practically available to other companies. 
And finally, while it cannot go off the board as rapidly in a time of 
declining interest rate as the 1942 bill did, it can in fact cease pro- 
ducing revenue and is unstable as a permanent tax bill. 

As a competitive weapon against smaller companies, it provides 
the large mutual companies with special exemptions that can reduce 
their taxes by a third and does reduce their taxes under the bill as 
now drawn beginning in 1959 very appreciably. 

Against the stock companies it adds an additional tax that mutual 
companies do not have to pay. 

An examination of the five largest companies writing pension plans 
and the five largest companies not writing pension plans will show 
at a glance the disadvantage which those not in the pension business 
will face under this bill. Further, an examination of this proposed 
law and the 1956 stopgap as applied to 1947 and 1948 will show that 
this bill in those years, would have produced almost nothing against 
very substantial sums under the measure in effect in 1957 which would 
have been produced during those 2 years. 

This association recommends that in view of these criticisms, in- 
stead of this measure with its ramifications and involvements which 
we submit it would take a carload of skilled actuaries to interpret, 
that the Mills stopgap be enacted into law as permanent legislation 
at a rate that will reflect accurately and fairly a tax upon the profits 
of the industry and satisfy the needs of the Treasury and at the same 
time furnish a simple and clear bill. 

This association three times has maintained this position in these 
hearings, and we still maintain this position. First, an investment 
income approach is the only method that preserves the competitive 
relationships between all kinds of companies, big and small, stock and 
mutual, participating and nonparticipating. 

Two, the Treasury will never develop and cannot develop a work- 
able true corporate total income measure, and this measure we feel 
does not fulfill this requirement. 

Three, while the Mills-Curtis stopgap in our opinion is the best 
piece of legislation yet devised in this field, we recognize it does not 
meet the Treasury requirements for production of revenue at this 
time. Estimating that the true 1958 profits after State and local 
taxes of life companies—— 

Senator Kerr. May I interrupt you right there ? 

Mr. McCuatouey. Yes, sir. 

Senator Kerr. I don’t ordinarily do it and I don’t want to. I 
have just been advised that the Treasury said that gains from op- 
erations in 1958 will amount to $1,250 million after and not before de- 
duction of State and local taxes. 

Mr. McCuiatcuey. Well, I had the figure the other way. We would 
add $300 million to what I stated to get the correct figure, then, yes, 
sir. 

Senator Kerr. I believe a representative of the Treasury is right 
here. Will you identify yourself for the record ? 

Mr. Woopwarp. Mr. Slitor. 

Senator Kerr. Here he is right here. What is your name? 
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Mr. Surror. Richard Slitor, tax analysis staff, Treasury Department. 

I think the correct figure is about $1,200 million after dedeaiinn of 
all State and local taxes. 

Senator Kerr. I knew you would want that information. 

Mr. McCuarcuey. Yes, sir. My figures, then, are about $300 mil- 
lion off to that extent. I did not take the taxes off. 

Senator Anperson. Would that be a correct statement? If the 
Treasury figure is correct—and I am calling on my memory, aren’t the 
State taxes and other taxes about $300 million, then? Don’t you have 
to add another $250 million for Federal taxes to get up to this figure? 
I thought that the $1.2 billion was a net figure and your statement 
doesn’t read it as a net figure. It could be regarded as gross income, 
The Treasury statement for 1958 described the industry as having 
had net investment income of $3.75 billion, total income from pre- 
miums and investments of around $20 billion, and a net operatin 
gain of $1.2 billion. Now, that is after taxes and dividends, isn’t it? 

Mr. McCuatcney. I had been given the figure the other way, 
Senator. If I am in error, I apologize for the figure. ; 

Senator Anprrson. I am not asking for an apology. I am merely 
trying to get the record straight on it. I am informed that I am 
wrong, that it is State and local taxes only. 

Senator Kerr. After State and local taxes. 

Senator Anprerson. And before Federal taxes. But it is after divi- 
dends, is it not? 

Mr. McCuiarcuey. It would be a very substantial percentage of the 
revenue for taxes. 

We propose a measure that we feel would yield, if our recommenda- 
tion is adopted as to the pensions, which I will come to in a moment, 
we propose a measure that would yield $450 million on 1958 income on 
a basis of taxing 10 percent of the investment income up to $250,000, 
15 percent of the next $1,250,000, and 22 percent of the excess, taxin 
every dollar of investment income, whether from the reserves, base 
on the quota of industrial policyholders, or the millions in pension 
funds. 

We submit that that plan is the fairest that can be adopted. But 
if the Congress finds that this is still not enough yield, they can 
adjust that formula, for example, to 10, 16, and 22 percent and obtain 
a yield in excess of $500 million. 

‘If the Senate, if this body decides that it is necessary or advisable 
to proceed by amending the present measure rather than following 
our first recommendation, that is rather simple. It could be done by 
substituting for part 1 as now drawn a Mills-type formula at 10, 16, 
22 level or at the larger formula if deemed advisable, exempting no 
reserves whatsoever, and thereby eliminating the $60. million tax 
rebate to a handful of large companies provided in the bill in the 
pension deduction as well as eliminating the 10 percent or more Tre 
bate to a group of large companies provided by use of the industry 
average as a tax base instead of their own figures as has already been 
discussed by other witnesses. And this would produce out of part 1 
we estimate a yield of $470 million. : 

The small company deductions should then be adjusted approx!- 
mately in part 2 to avoid small companies paying a tax in part 28a 
result of the deduction afforded them in part 1. 
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The Treasury has decided just before this measure was adopted in 
fnal form that it could forego in future years the $60 million in re- 
riew from taxation on pensions, and despite that, we feel that the 
burden of taxation in the industry ought to be spread over all forms 
of life insurance and not be exclusively imposed upon those contracts 
that protect families from destitution. We feel that if an item is life 
insurance, it ought to be taxed as such. We take the position that if 

nsions are not insurance, life insurance companies ought not to 
write them. If they are properly insurance contracts, they should 
be taxed like other insurance contracts. And that was the view that 
this Senate took when the Mills-Curtis stopgap came to this body, 
and struck out these exemptions after you saw the figures on the tax 
reduction that would be given to a handful of big companies while the 
taxes Were going up on their smaller competitors. 

Competitively in our view the exemption of pensions from taxation 
means that the enormous profits in this field can be used and would be 
used to destroy competitors in other lines of business. They can take 
the money that they save from those exemptions and use it to in- 
erease dividends on other insurance contracts. They can use this free 
grant to promote their sales. They can tie tax-free pensions in with 
group and group-accident-health contracts, package deals that will 
eliminate forever small competition in the group business. 

It seems most inequitable to us that the taxes of the largest com- 
panies in America should be actually reduced under this bill when full 
effect is given to this pension deduction while their smaller com- 
petitors have a tax increase of 70 percent or more. 

We also ask that the Senate consider other implications. To suc- 
ceed in this pension field, a company must be large. As a practical 
matter it must also be licensed in New York State. Of 604 companies 
with less than $50 million assets, all of whose reports are available in 
Best's, only five are engaged in any way in the pension business. A|- 
most no companies in the South, the Southeast, the Mountain States or 
the Far West are engaged in these operations. It is, practically speak- 
ing, confined to five Eastern States. 

he geographic impact upon the economy of the country ought not 
to be disregarded for the small regional companies which we think 
are necessary to an orderly decentralization of industry and finance 
as Congress has repeatedly approved as a desirable public policy and 
essential to the national welfare and defense. 

We believe sincerely that the elimination of the tax on pension an- 
huities together with similar exemptions which could logically be 
pressed along this line and which, asa matter of fact, have already been 
pressed and suggested by some witnesses along the same) line, if 
adopted, would be the death knell in fact of small companies through- 
out the Nation which are not in a position to write pension business. 

Then, there are revisions we recommend in part 2, The first is an 
bbvious recommendation to permit companies to carry over the de- 
duction from part 1 upon the basis of the maximum rate so that the 
differential for small companies will not be lost. And this parallels 
and ought to be a substitute for the small-business deduction provided 
In part 2 of the bill as now presently written. 

Then there is another suggestion in part 2 which we feel was an 
oversight in the bill as now drawn. The special reserve or surplus 
provision for group insurance or group-accident. and health insur- 
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ance of 2 percent is provided among the deductions in part 2, A sad 
parently by inadvertence a similar provision for other accident ang 
health insurance not of a group character was not made. We fej | . b 
that this was an oversight since provision was made for noncancellabls ail 
and guaranteed renewable accident and health contracts. It is equally | 
necessary in our view that provision be made for individual accident |= 
and health of all kinds, whether cancellable or term. | comp 
We recommend that since it is desirable to reach the sometimesey. | 
ceptional profits of specialty companies that sell almost nothing by |@™ 
term contracts and windfalls that occasionally occur in individna |! 
companies, a section be provided that will guarantee an appropriate jhe 
tax from such companies under such conditions. This can probably = 
best be done by relating operating gains to investment income, — il 
Several other methods have been suggested. I believe Mr. Curtis aa; 
suggested two or three methods in the House testimony, and we feel ail 
that this method is preferable for arriving at this result without going 
into this very complicated and involved method which is presented oe 
in the pending bill. thin 
During all the prolonged discussions of a Federal income tax for aor 
life insurance companies, there was never an intimation that the \ee 
Treasury would seek to tax stock companies more heavily or in any ee 
way differently from mutual companies. In the original printed 
draft of the House measure there was no part 3. It was first pre |? 
sented very recently and there were no hearings in the House on the a 
bill as it has been passed. F 
We submit that part 3 ought not to become the law. We think, our | “g 
association does, that it is contrary to nearly 50 years of policy on 


the part of the Treasury and the Congress and we believe it is m- ° 
sound as a matter of theory and that it is a penalty against the . 
public policy in favor of making dividend distributions. e 

We feel that is establishes a very dangerous precedent. It is con- it 
ceded, I believe, that it is not expected to raise more than a very small is 


amount of money. A hasty estimate shows that in our group of | .. 
companies we feel that it will be a very long time before any of our . 
companies will probably be called upon to pay a tax under this section. | 


ae ———_ 
As a tax measure it seems that it will reach only a few companies | 
in the entire Nation which can in our view be better reached by other | ,, 


devices. 

Nevertheless, we feel that it totally confuses the accounting proce- 
dures of a life insurance company, It might prove an effective bar | , 
or at least an impediment to sales, liquidations, reinsurance, or mutt- 
alizations of such companies. It almost inevitably requires some 
form of regulation by the Federal Government of life insurance, | 1 
which is a policy the Congress has decided that it does not want togo | ( 
into. 

Now, as to the respective yields of these measures. According to 
the Treasury estimates, 4245 would yield $545 million in 1958. I 
think it is fairly clear that this estimate has to be reduced about $35 
million to provide fully for tax exempt interest due to the testimony 
of the witness this morning which I feel this committee will find to be 
a necessity. 

On the basis of the 1958 income this amount will drop further $20 
million yearly because of the exclusion of pension fund reserves from 
the tax to be achieved over a three-year period beginning in 1959. 
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jod that the measure by the end of the fourth year might drop down, 
grobably will drop down to $450 million. — 

This $60 million deduction for pensions, as already remarked, 
gil be distributed among a very few of the large companies in the 
jysiness. We recommend a measure, as already stated, which would 

uce the same amount of money without any preference to any 
wmpany, large or small, because of such ected exemptions, A 

r rate could be adopted as already suggested according to the 
mula going down to 18 percent which would go above $500 mil- 
jon in each of those 4 years. And that is without considering that 
ie industry will o: If the projection of the growth of the 
dustry which has been made is correct, this 4245 presumabily would 
iveld some $650 million in 1961, but the revised measure with our 
mendments with the Mills formula in part 1 would yield $750 
sillion, according to the expected growth of the industry. 

We do not believe, gentlemen, that with the measure in its present 
frm it will produce the yield that theoretically it should. We 
hink that the more stable total investment income approach would 
show the same steady climbing yield that it has shown in the past 
pars. We have not gone into the probable effect of this measure 
on Government financing. It is the considered opinion of those 
sho have advised us in this field that the heavy premium it puts 
on ownership by life insurance companies of municipals and 
ther tax exempts will result in drastic changes in the portfolios of 
life companies, and that in consequence the cost of financing the 
federal debt will be substantially increased. 

Since our experts disagree, as all experts do, as to the extent of 
the increase, we will make no statement ete that line. However, the 
hift to high interest rate mortgages on the one hand and low yield 
x exempts on the other in a ratio calculated to eliminate all tax 
mder part 2 of the proposed measure may be expected on the part 
afmany prudent managers. They would be unfair to their ~ 
widers and their stockholders if their investment portfolios did not 
produce the best results for the company. There is no such premium 
pon tax exempts under the Mills-Curtis type of formula. There 
vill be certain advantages both in certainty of tax yield to the Gov- 
emment and in the avoiding of dislocation of the present competitive 
rlationships within the industry. 

We feel that these more than cancel out the possible problematic 
uighly speculated graded yield under the proposed measure even 
though it should be fairly and reasonably amended. Thank you. 

Senator Kerr. Thank you, Mr. McClatchey. 

Now, we talk about the exemption of pensions from taxation. Am 
| leorrect in assuming or understanding that you are referring to 
| the existing tax on pension plan income to life insurance companies? 
| Mr. McCiatcnry. Yes, sir. 

Senator Kerr. Not on the pensions. 

Mr. McCiarcuey. No, sir. It is on the income of the insurance 

companies from pensions. 

Senator Kerr. Now, what tax rate do trust companies handling 

ese pension plans now pay on their properties? 

Mr. McCiatcnry. The banks and trust companies themselves pay 
‘regular corporate tax, Mr. Chairman. The plans are themselves 
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tax exempt. However, it is our position, sir, that there are ta 
things a life insurance company can do that a bank cannot do, ani 
that there are banks and that there are insurance companies, 

Senator Kerr. Well, is the tax on a trust company, as to its profix 
in handling one of these pension plans, the same today as it was wij 
reference to a life insurance company ¢ 

Mr. McCrarcuey. The plan itself — 

Senator Kerr. I am talking about the tax on the trust company @ 
the one hand and the tax on the insurance company on the other, 

Mr. McCuarcuery. Sir, I believe the fee the bank would get ig 
handling it would be subject to a regular corporate tax. 


Senator Kerr. Well, now, you are talking about the exemption g | 


$60 million in taxes. I gathered from your statement that that isth | 
amount that without this bill the insurance companies would pay, 


Mr. MoCrarcuey. Yes, sir. This bill when given full exemp. | 


tion—— 

Senator Kerr. What does that come out of ¢ 

Mr. McCrarcuey. It is a deduction whic th companies 3 which writ 
group insurance annuities are permitted to take under tliis bill 

Senator Kerr. Deductions from what? 

Mr. McCuatrcuey. From their investment income. 

Senator Kerr. From their tax liability / 

Mr. McCrarcuey. It would be a tax liability without the dedu. 
tion in the bill, yes, sir. 

Senator Kerr. Well, then. if it becomes a reduction, it is a redw. 
tion of tax liability, isn’t it ¢ 

Mr. McCuiatcuey. Yes,sir. That is correct. 

Senator Kerr. Now is that tax liability currently on the insurane 
company ¢ 

Mr. MoCuiarcuey. Yes, sir. 

Senator Kerr. Well, what source of money is subjected to that tax! 

Mr. McCratcuey. I didn’t understand. 

Senator Kerr. What source of revenue or money, assets, is it thatis 
taxed to that extent under current law / 


Mr. McCuatcuey. It is the insurance companies’ income from writ: | 


ing group annuities. 

Senator Kerr. Now you mean—is your term ‘ ‘group annuities” th 
same as the term “pension plans” that you did use 

Mr. McCuarcuey. Yes, sir. 

Senator Kerr. Don’t shift on me like that. You lose me, sir, 

Mr. McCrarcuey. All right. May I ask permission to ask M. 
Roberts—I know he is a little more familiar with that than IL. 

Mr. Rozerts. Strictly speaking, Senator Kerr, group annuities and 
pension plans are not identical because group annuities are a form of 
paying pensions. But there is also another insurance company U8 | 
method of handling pension funds that is the positive agreement typ | 
where—— 

Senator Kerr. Which one is he talking about? 

Mr. Roserts. Both of them are treated the same under H.R. 5 
and have been treated the same under past laws, They have been—th 
presumed profits of the life insurance companies, from the handling 
of these funds, have been treated just like any other presumed profits 
of life insurance companies and are subject to tax. The proposal i 
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to exempt an amount of interest from taxation equal to the amount of 
interest on the reserves held for that purpose which amounts to an ex- 
clusion of any tax upon pension funds, and it is the position outlined 
by Mr. McClatchey that we do not think that if the pension business, 
that is to say group annuity or deposit type, is an insurance business, 
then it ought to be taxed as insurance. If it is not an insurance com- 
pany, insurance companies ought not to write it. 

There is a profit to it from the company, and that profit has been 
reached in all previous bills. In fact, the Senate amended the so- 
called Mills-Curtis stopgap in 1956 to strike out the pension exemp- 
tions because they felt at that time—and the House accepted that 
view—that there were profits to the insurance industry from pensions, 
from the handling of pension business. To exempt them, of course, 
might create an ee eae elesewhere, though we are not precisely 
concerned with that. But other institutions operating on a fee basis 
do pay a tax on the profits they deprive from handling pensions, al- 
though the actual interest on the pensions is tax free. 

However, that is the situation, for e xample, about the purchase of a 
fixed rate policy of pension insurance which is a group annuity, annui- 
ties matured from trusteed plans or anything else, let. us assume, say, 
at 3 percent. If the company has a greater yield than 3 percent, ob- 
viously the surplus or excess interest is that much profit to the com- 
pany just as it would be in any other form. And many companies 
do write guaranteed plans of that kind. In fact, most of them do. 
In fact, all of them do. I don’t know of one that writes any other 
type. 

Trustee plans, of course, depend on entirely different factors. The 
reason one goes to an insurance company is because an insurance com- 
pany guarantees, whereas a trustee plan cannot guarantee to the same 
extent. 

Senator Kerr. I am sure that the statement you have made is re- 
sponsive to my question, but with my limited ‘knowledge I haven’t 
figured out the connection between the two. 

Mr. Roserts. We are merely seeking, Senator Kerr, to pay taxes 
on the money that we make out of pension plans. 

Senator Kerr. Well, I thought you said that you didn’t write any. 
I thought the witness said that you didn’t write any. 

Mr. McCuatrcuey. We are seeking for all forms of life insurance to 
be taxed, Senator, without special deductions for-—— 

Senator Kerr. What did you say about writing——— 

Mr. McCrarcney. I said there are only a few very large companies 
that, in fact, do write them. There are no companies—— 

Senator Kerr. Who did you say you were representing ? 

Mr. McCuatcney. An association of small- and medium-sized life 
insurance companies, some 120 life insurance companies, 

Senator Kerr. Now how many of them write these——— 

Mr. McCriarcuey. Not any of them, sir. 

Senator Kerr. Well, if you don’t write any of it out, how are you 
in competition with these fellows that do ¢ 

Mr. McCratcuey. We are in competition with all life insurance 
companies in other fields, and this exemption unfairly discriminates, 
in our view, in that they have a deduction in their business which we 
do not have. They are enabled—they pay less tax according to their 
income and according to their insurance than we have to pay. 
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Senator Kerr. I am going to have trouble following you if you 
don’t address yourself to my questions, see? And if you leave that~ 
it is wonderful. I know it is informative, but in trying to keep my 
mind on the question and then reaching out there at the same time, 
i am worse than the fellow riding two horses going in different di- 
rections, in following you and thinking about my question. And if 
you would just answer my question, it would be very helpful. 

You said competitively the exemptions of pensions from taxation 
means that the enormous profit from this field can be used and would 
be used to destroy competitors in other lines of business. 

Now I take it that you are referring there to something in this 
bill that frees from taxation some revenue now being derived by 
somebody. 

Mr. McCuartcuey. That is correct. 

Senator Kerr. And I asked you what was the comparison between 
the status of the ones you are talking about here and others engaged 
in the same business, which I thought I knew but which I am not 
right sure now that I do after your expert’s answer there, and that 
is, the writing or handling of these pensions. Name them for me, 

Mr. Roserts. You want the names of companies primarily writing 
pension business ? 

Senator Kerr. No; for the moment I want to know what it is they 
write, What is it that produces this enormous = d 

Mr. Roserts. Well, thir is a very considerable profit derived from 
pension business. 

Senator Kerr. Are you familiar with this statement? 

Mr. Roperts. Yes. There are—in the we business now—— 

Senator Kerr. The enormous profits from this field. I am just 
trying to get down here on a piece of paper what the field is. 

Mr. Roserts. Let me give you an illustration from one company, 
then, Senator. 

Senator Kerr. Let us name the field. 

Mr. Roserts. The pension field earned for one company on its op- 
erating statement 

Senator Kerr. You know you are trying to filibuster me. You are 
not trying to answer my question. 

Mr. Roserts. I am trying to answer your question. 

Senator Kerr. What is the field you are speaking about ? 

Mr. Rogerts. Pensions, pension plans as written by life insurance 
companies. 

Senator Kerr. Pension plans. What is it? Just name it briefly. 

Mr. Roserts. Pension cee written by life insurance companies. 

Senator Kerr. Stop right there while I write it down. 

Now, is the situation one that here are 120 companies that can’t 
write them ? 

Mr. Roserts. As a practical matter, sir, very few small companies 
can compete in the pension plan field, but they do compete with the 
large companies that write pension plans in the group field, and if 
pensions are exempt, they can be packaged in a group. 

Senator Kerr. Let us talk about the pension plans. 

Mr. Roserts. As a practical matter small companies can’t go into 
the pension field. 

Senator Kerr, Now, who else is in that field ? 
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Mr. Roserts. In the pension field there are individual trusteed 
jans that handle pensions in a different fashion from life insurance 
ompanies, but they do handle panei eee 

Senator Kerr. There have been witnesses here, and I am sure 
ou have heard them, that talked about losing business in this field 
io trust companies. Now, were they talking about something else 
or did I get the wrong impression of what they were talking about 
when I thought they were talking about the same thing? 

Mr. Roserts. Well, sir, there are also trust companies that lose 
business to insurance companies in the pension field. It is a highly 
competitive field and both of them make ares out of that. 

Senator Kerr. That wasn’t the question I asked you, was it? 

Mr. Roserts. I thought so. 

Senator Kerr. No; I asked you if that is what they were talking 
about losing business on. 

Mr. Rozerts. Yes, sir. 

Senator Kerr. And you said there are trust companies that lose 
business to life companies. 

Mr. Roperts. Yes, sir. Both ways. There are always changes in 
the field and it is intensely competitive every day. I do not think 
asa whole that one is losing to the other percentagewise very much. 

Senator Kerr. Now, do the life insurance companies now pay 
tax on the profits they make on the pension plans written by life 
companies 

Mr. Roperts. Yes, sir. 

Senator Kerr. Do the trust companies pay any Federal tax on 
the profits they make on pension plans written by trust companies? 

Mr. Roperts. Yes, sir. 

Senator ANpERson. What is that? 

Senator Curtis. Would you yield right there, Mr. Chairman? 

Senator Kerr. Yes. 

Senator Curtis. Do the banks and trust companies pay a tax on 
the interest increment of the trust fund? 

Mr. Roserts. No, sir. 

Senator Curtis. Now, if the insurance company exemption is not 
placed in the bill, will the interest increment for the benefit of the 
pensioners be taxed ? 

Mr. Roserts. I do not think so because you buy an annuity con- 
tract whether it is group or individual just as you buy any other 
insurance contract, and the company makes a profit on it. That 
would be true under any circumstances. Pension trust funds, many 
of them, eventuate in the purchase of individual annuities to insurance 
companies, but they don’t pay any tax on the interest at any time, 
but the trustee pays a tax on the profits he makes. 

Senator Kerr. Now, without this exemption the insurance com- 
panies would not be paying any interest on the interest growth of that 
pension reserve they have? 

Mr. Roperts. Senator, I am not sure that I quite understand that, 
Senator Curtis. 

Senator Curtis. Is it your contention that without this amendment 
the insurance companies would not be paying a tax 

Mr. Roserts. On their profit, no, sir. 

Senator Curtis. On the interest increment to the trust fund re- 
serves’ ‘To the pension reserves? 

375325928 















346 TAX FORMULA FOR LIFE INSURANCE COMPANIES 


Mr. Rozerts. I still do not understand the Senator’s question. 

Senator Curtis. All right. Is it true that money placed in one 
plan—its growth by reason of interest would be taxed—— 

Mr. Roserts. No, sir. 

Senator Curtis. If it is handled by an insurance company and the 
growth by reason of interest if it is trusteed would not be taxed with. 
out this amendment. 

Mr. Roserts. May I assume a case to make it clear? An insurance 
company guarantees to pay a fixed return on which the annuity js 
based. It receives a fixed premium. The money ag into the general 
reserves of the company and might be invested, for all I know, full 
in tax exempts. The trustees’ funds are held together in one pot. Al 
of the interest—if the interest rate drops below 3 peroeints then the 
person using the trustee plan must make up the difference. If he is 
dealing with an insurance company, he would not have to make up the 
difference because the insurance company is guaranteeing the contract. 

On the other hand, the trustee does not receive any excess interest 
whereas the insurance company would receive excess interest develop- 
ing between his assumed rate and the rate that he actually received on 
the interest. That is where excess interest is created in an insurance 
company. 

Senator Curtis. That is all, Mr. Chairman. 

Senator Kerr. I would like to have the contribution of the Treasury 
representative, Mr. Slitor, to this question. We are talking, as I am 
sure you have gathered, about pension plans written by life companies 
and similar business transactions by trust companies. 

Now, I have gathered from what I have been told and heard that 
certain profits made on that operation by the life insurance companies 
currently are being taxed while those by the trust companies are not 
being taxed. Now, either confirm that or correct it and enlighten me 
on it. 

Mr. Strror. It is true that under present law the net investment in- 
come of a life insurance company from all sources and allocable to 
any type of business is taxed after—— 

Benstor Kerr. I am addressing myself solely to pension plans writ- 
ten by life companies and similar plans written by competitors. 

Mr. Surror. Yes, sir. And I am trying to point out that the net 
investment income, the entire net investment income including that 
part attributable to pension plan business is taxed in the same man- 
ner. It is subject to—— 

Senator Kerr. You mean in a life insurance company. 

Mr. Surror. In a life insurance company. It is taxed after a deduc- 
tion in 1958 under prevailing law of about 7514 percent. So that 
about 2414 percent of that net investment income is subject to the reg- 
ular corporate rate of 52 percent. 

Senator Kerr. Now, what about the same gain in the hands of a 
trust company ? 

Mr. Surror. The net investment earnings of a qualified pension 
trust would be entirely exempt. 

Senator Kerr. If a trust company had it. 

Mr. Surror. Yes. 


Senator Kerr. Now, that is true today everywhere, any trust com- 
pany in the United States? 
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Mr. Surror. If the pension plan is a qualified plan. If the pension . 
trust: is qualified. 

Senator Kerr. Well, now, is that rule of eligibility applicable to 
the insurance company operation under current law and under the 
proposed bill, H.R. 4245? ; 

Mr. Surror. Well, under current law there is no distinction in the 
tax treatment of this net investment income whether it relates to a 
qualified plan or any other plan or any other type of insurance busi- 
ness. Under the bill the proposed exemption is limited to the net 
investment income which is allocable to the reserves under qualified 
pension plans. 

Senator Kerr. Which would be identical with those now being 
handled by trust companies. 

Mr. Surror. And which are exempt; yes, sir. 

Senator Kerr. But still entoat to those now being handled by 
trust companies. 

Mr. Surror. Yes, sir. 

Senator Kerr. And since they are under current law exempt in the 
hands of trust companies, the principle in this bill is to bring about 
a situation in a period of 2 or 3 years where they will be treated 
identically if in the hands of an insurance company ? 

Mr. Surror. Yes, sir. 

Senator Kerr. Mr. Witness, do you accept that ? 

Senator Gore. Mr. Chairman, would you yield for a question there? 

Senator Kerr. Yes. 

Senator Gore. The same would prevail with respect to a bank that 
was trusteed, is that true? Would a bank that is trusteed be in the 
same position as a trust company ? 

Mr. Strror. Yes, sir. 

Senator Gorr. Thank you. 

Senator Kerr. What was the answer to the Senator’s question ? 

Mr. Surror. Yes. 

Senator Kerr. Now, does the witness accept the statement made by 
the representative of the Treasury as accurate? 

Mr. Roserts. That statement is accurate. 

Senator Kerr. Stop right there. 

Mr. Ronerts. That statement is accurate but the profits or the fees 
paid to banks or trust companies are subject to tax. There are no 
= fees that I know of paid to insurance companies on the premiums, 
anagd-——_- 

Senator Kerr. Now, does the “but” that you gave me change the 
verification of the accuracy of the statement by the representative of 
the Treasury ? 

Mr. Roserts. To a very slight extent, sir. The banks pay a tax 
o the profits derived from handling pension business. Under this 
law insurance companies would pay no tax upon the profits, or very 
alight tax upon the profits of handling the business. 
meaalor con Well, now, don’t the insurance companies get any 

ees / 

Mr. Roperrs. They receive premiums. The premium represents 
the fee and the amount that goes into the reserve, the amount that 
goes into contingency funds, and everything, they use an element of 
profit in the premium that is paid them. Banks receive a flat fee. 
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That fee is taxed. The tax under the previous formula assumed that 
a profit on pension plans was approximately the profit on the other 
forms of life insurance, and that is one of the objections we have 
basically to this new type bill, that it does distinguish between dif. 
ferent kinds of insurance and makes you have to plow around to see 
where the profit was here and there, whereas the flat formula basis 
dificulty. reached all the profit very readily without quite so much 

Senator Kerr. Well, I want to tell you that that difficulty is remote 
compared to the difficulty I have in following your answer 
[ Laughter. ] ' 

Mr. Roserts. Sorry. 

Senator Kerr. Now let’s get back to the question I asked you. Do 
you accept the accuracy of the statement made by the representative 
of the Treasury ¢ 

Mr. Roserts. Oh, certainly. 

Senator Kerr. All right. Now just stop right there. Now, even 
if this bill is enacted, is it not possible or probable that after this 
exemption to which the witness has referred becomes fully effective 
there will still be money made by the insurance company that will be 
= in step 2 of this bill with reference to the pension plans! 

Mr. Roserts. It is possible to capture some of that profit in part 2. 

Senator Kerr. Wait a minute. Isn’t it possible that there will be 
profit in that operation which will be made subject to taxes by reason 
of being captured by step 2 in the bill? 

Mr. Roserts. Yes, sir. 

Senator Kerr. Now, then, with reference to a similar situation han- 
dled by a trust company, the only tax they pay is on the fee that is 
paid them for handling it. 

Mr. Roserts. On the profit they made from handling it, yes, sir. 

Senator Kerr. Well, is the answer yes or no? 

Mr. Roserts. “Yes,” sir. 

Senator Kerr. The only tax in their hands is on the fee they charge 
for handling it. 

Mr. Roszerts. Yes; that is correct. 

Senator Kerr. The profit they make on it is added to the asset of 
the trust itself and becomes the profit of the ones for whom it is 
established. 

Mr. Roserts. The profit the firm makes, not the profit that the 
institution makes. 

Senator Kerr. That is what I was talking about. 

Mr. Roserts. Yes, sir. 

Senator Kerr. Now, in the hands of the insurance company the 
rofit they make on it goes to pay the guaranteed amount which they 
ave agreed to pay to the trust ? 

Mr. Roperts. Yes, sir. 

Senator Kerr. Now, they have told us here that their competitive 
position is adversely affected and we have had evidence to the effect 
that as of 1950 insured reserves and trust funds of private pension 
— were in about the same amounts, that is, insured reserves in the 
vands of insurance companies, $5,575 million: trust funds, $5,750 
million, with the ratio of 49.23 on the one hand and trusteed in the 
amount of 50.77; that in 1957 it had grown to where the ratio was 
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40,84 in the insured portion and 59.16 in the trusteed, percentagewise, 
and I have been advised that Mr. Natrella of the Securities and Ex- 

e Commission in 1957 estimated this proportion will be 20 per- 
ent in the insured and 80 percent in the trusteed by 1965. 

Are you sufficiently familiar with the facts and the statistics to tell 
me whether those statements are valid and worthy of acceptance ? 

Mr. Ropers. I wouldn’t undertake to discuss the validity of the 
projection. ‘The figures quoted for prior years are correct. 

Senator Kerr. Now, is the statement of witnesses here that the 

owing—the increasing percentage of these funds that are trusteed 
ascompared to those that are insured is due to the tax feature incident 
to the insurance company operation not applicable to the trusteed 
operation ¢ 

Mr. Roserts. I do not think so, sir. Let me give—let me say that 
trustee plans may make investments that may not be made by in- 
surance companies. For example, a very large part of the funds for 
Sears employees, just to be illustrative, is Scent’ in Sears stock which 
would not in that percentage be a valid investment for life companies. 
Because of the limitation on life insurance company investments, 
trustee funds can usually earn more. The advantage of an insurance 
type plan is that it has a guarantee backed by the great solvency of 
the company, that more than makes up for the slightly higher yield 
that may be obtained. That is largely for smaller plans. In the very 
large plans where there is a very heavy investment in common stocks, 
not permissible for life insurance companies, they can earn more 
money through the trustee plan. I think that is why so many of the 
very large plans are trusteed. They can make much broader invest- 
ments. ‘They are not limited to certain types of stocks, bonds, and 
mortgages at low valuation bases. 

Senator Kerr. Low return bases. 

Mr. Rozerts. Relative low return bases. 

Senator Kerr. In other words, then, you do not think the argument 
that the tax differential having contributed to this increased disparity 
is valid. 

Mr. Ronerts. I do not think that it contributes to it, Senator. 

Senator Kerr. You see, I find some statements here by the witness 
which, based on information before me, is subject to correction, and 
having found some of them of that kind, naturally I wonder if maybe 
other statements with reference to which I don’t know might also 
be subject: to correction. 

For instance, in speaking of part 3, the witness said: 


The Treasury concedes that the Treasury can raise almost no money. 


_Now the statement of the Treasury was that it would raise $50 mil- 
lion a year, was it not? 

Mr. Strror. Are you referring to step 3 of the bill ? 

Senator Kerr. Yes, sir. 

Mr. Strror. The Treasury has not indicated a firm estimate of the 
revenue under that part of the bill in future years. We have indi- 
cated a range of which $50 million is the upper limit. 

Senator Kerr. On the basis of current earnings? 

Mr. Strror. On the basis of current income levels. 

Senator Lone. What is the lower limit of that range? 

Mr. Strror. I suppose the lower limit is zero. 
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Senator Lone. Zero, yes; I just wanted to get that straight. 
Senator Kerr. You say: 


We recommend that this measure be junked and that the Mills-Curtis gs 
be enacted into law as permanent legislation at a rate that will reflect accn- 
rately the tax upon the true profits of the industry. 

What rate of taxation does the Mills-Curtis stopgap provide with 
reference to investment income? 

Mr. Rozerts. The present bill is 12.5 percent on the first—— 

Senator Kerr. Is that the present Mills-Curtis stopgap? 

Mr. Roperts. Yes, sir, and 15 percent thereafter, and therefore % 
percent of the top bracket of the bill would increase the yield pre 
cisely a third. 

Senator Kerr. I am not talking about what something would do, 

Mr. Roserts. The present one is 12.5, 15, Senator Kerr. 

Senator Kerr. Let’s stay with that. Now that is with reference to 
investment income, is it not? 

Mr. Roperts. Yes, sir. 

Senator Kerr. What rate of taxation does it apply to underwriting 
profits ? 

Mr. Roperts. It was the assumption of both the previous stopgap 
and the Mills-Curtis stopgap that the total profits, not investment 
profits, under the 1942 tax law went into what is excess interest, Sen- 
ator Kerr. The theory behind the Mills-Curtis stopgap and behind 
the earlier stopgap was that the total profits were measurable by a 
formula based on total investment income, and they fixed, frankly, 
too low a rate, as we said here 12 months ago. 

Senator Kerr. Well, now, a member of the staff tells me that the 
Mills-Curtis stopgap provided no tax rate on any 

Mr. Roserts. It has no direct tax upon underwriting ; no, sir, except 
a very limited tax on companies less than 10 years old. 

Senator Kerr. Well, now, the information I get from him is that 
it has no tax on anything but investment income. 

Mr. Roserts. I think that their prescribed theory, Senator Kerr, 
was that they measured profits through investment income. I think 
that is kind of beating the devil around the bush, but they as 
sumed—— 

Senator Kerr. Well, now, they didn’t beat him very hard if they 
only beat him around the bush. |Laughter.] 

Mr. Roserts. I don’t think so, because a year ago, Senator, when 
we appeared here, we said very frankly, this association did, that the 
taxes on the industry were somewhat too low, and we said so at the 
House hearings. 

Senator Kerr. Aside from what it did to the devil, what did it do 
to underwriting profits? 

Mr. Rozerts. Underwriting profits, as such, have not been taxed 
in the life insurance industry since either 1918 or 1919, because it was 
discovered by the Treasury at that time that a total income approach 
bill could not be written. We said here a year ago they couldn't write 
a total income approach bill, and they can’t write one, I do not think. 

So they went at that time to what they called the excess interest 
measure, which is a form of investment income approach, and they 
have used that in every year starting with 1920. 
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Senator Kerr. Then, is it a fact that the Mills-Curtis stopgap does 
pot place any tax on underwriting profits? 
fr. Roserts. It does not place a tax on underwriting profits, as 

h. 
 Genator Kerr. Does it place a tax on underwriting profits ? 

Mr. Roverts. I think it does, Senator. Because it places a tax up- 
on insurance companies, that is estimated to be a tax upon their 
rofits. 

Senator Kerr. Well, it applies only to investment income. 

Mr. Roserts. Yes, sir, it applies to investment income, however, as 
4measure—of profits. 

Senator Kerr. What would that do to a company that had no 
reserves ? 

Mr. Rozerts. That is what caused us 

Senator Kerr. I say, what would that do to a company that has no 
reserves # 

Mr. Roserts. There are few companies of that kind, but it gives 
them a free ride. 

Senator Kerr. What would that do to a company that has no re- 
serves ¢ 

Mr. Roperts. It would give them a free ride. 

Senator Kerr. They would have no tax ? 

Mr. Roperts. I am afraid it would have almost no tax. 

Senator Kerr. Well, you are afraid it would have almost no tax. 
Would it have any ? 

Mr. Rozerrs. Well, they would have some investments as required 
by law for capital surplus, but investments are very negligible and 
there are perhaps 20 aa companies in the country. 

Senator Kerr. Then the recommendation that the witness has made 
would be that there would be no tax on that company ? 

Mr, Rozerts. No, sir. We have recommended that there be a pro- 
vision under the law to catch the so-called specialty companies, and 
also to catch some companies that may have windfalls, and while I 
know of no windfall cases that have occurred in the last. 2 or 3 years, 
there were windfall cases in the late thirties in a good many compa- 
nies, large and small, and we think they ought to be taxed, and by 
relating operating gains to investment income you catch them. 

Senator Kerr. He says: 





The National Association of Life Companies has a recommendation. We 
tecommend that this measure be junked and that the Mills-Curtis stopgap be 
enacted into law as permanent legislation at a rate that will reflect accurately 
the tax upon the true profits of the industry. 


I must say to you that I understand that 
Mr. Rozerrs. Senator, we state: 





We recommend that——— 


Senator Kerr. Just go along with me. 
Mr. Roserts. Yes, sir. 


We recommend that, since it is desirable to reach the sometimes exceptional 
profits of specialty companies that sell almost nothing but term contracts, and 
windfalls that might occasionally occur in individual companies, that a section 
be provided that will guarantee an appropriate tax from such companies under 
such conditions; this can probably best be done by relating operating gains to 
taxable investment income. 
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Senator Kerr [reading]: 

* * * this can probably best be done by relating operating gains to taxabj 
investment income. 

Does this mean by limiting the tax to taxable investment income! 

Mr. Roserts. No, sir. It means that if—let me illustrate, please, 
Senator. 

If the investment income of the specialty company subject to tay 
was, say, $10,000 or $12,000, which it well might be, and the company 
made $300,000 or $400,000, we would propose that they be taxed upon 
a very large section of the excess of their operating gains over the 
taxable investment income. 

It is true that in a normal company operating gains do not always 
very accurately reflect profits, but in a specialty company the differ. 
ence between operating gains and true profits is very negligible, and 
it is fair to take them on that basis, in our judgment. 

Senator Kerr. What rate would you apply to them ¢ 

Mr. Roserts. There have been several formulas suggested. 

Senator Kerr. What rate would you apply to them ¢ 

Mr. Roserts. However 

Senator Kerr. What rate would you apply to them / 

Mr. Roserts. I think that they should be taxes—there is a little bit 
more problems, perhaps, than ordinary corporations. I would say 
ury feels that it needs will, in itself, when that additional special pro 
ably 30 to 35 percent on their operating gains. That is only a sugges 
tion. However, lower rates have been suggested, and I am not fa- 
miliar with their specific problems, because I have none among our 
membership. 

Senator Kerr. We tax them under this bill on 50 percent of the net 
gains from operation in excess of their investment income, at the 
regular corporate rate currently, and then thereafter when either of 
two contingencies arise, one being that their total gain equals 25 per- 
cent of their reserves, the other when their total gain equals 60 percent 
of their premium, but in any event at such time as any part of that net 
gain from operation on which taxes have not been paid is passed out to 
the stockholders in the form of a dividend, or when a compony volun- 
tarily transfers an amount from the policyholders’ raise account, 
shareholders’ surplus account, when a company no longer meets the 
definition of a life insurance company, in the event of a dist ribution of 
debts, shareholders followed by a subsequent retirement of the debt, 
when a company mutualizes or a stock company becomes a mutual 
company, or when there is a payment in redemption of stock of oneor 
more stockholders to the extent in excess of the balance in the share- 
holders’ surplus account. 

I so say it was a limited endorsement, Senator. 

That is all. 

Senator Long. 

Senator Lone. I found this proposal in this new bill that the Treas- 
ury brought before us extremely complicated. 

t occurs to me there may be a considerable possibility of loopholes 
in this thing, because it is so terribly complicated that I can’t under 
stand it. I understand that those who speak for a number of com- 
a have attempted to compute their liabilities. If they assign two 
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Is that your experience trying to account for the liability under the 
pro bill? 

r. Rozerts. I am not an accountant, sir, but I had two actuaries 
mn off roughly the liabilities of one company and they came out pretty 
fr apart, and I then asked two excellent actuaries to work on the 
x-exempt problem for me, and I am sorry to say that while they 

with the fine witness of the Minnesota Mutual, there was a tax 
exemption, they disagree as to whether it was 50 perecnt or 78 percent, 
and I have no idea which of their computations is correct, because I 
confused somewhere midway between the second and third de- 
nominator. 

Senator Lone. Let me just ask you this: 

Do you know of any instance in which two accountants could sit 
down with the books of a company and come out with the same results 
based on this bill, if they are working in different rooms ? 

Mr. Roserts. I doubt it very seriously, Senator Long. I don’t think 
that two accountants or two actuaries could conceivably come out with 
the same results working from this bill. 

Of course, that is perhaps a little unfair, because they have had to 
work from the bill, and not from Treasury forms, which might sim- 

lify, and in a very simple company it could happen once out of a 
othe times, maybe. 

Senator Lone. Well, from the information I get in Louisiana, the 
executives of our companies met and had someone explain the bill. 
They had a big blackboard and diagrams and signs. They tried to 
work it out, and asked questions, and nobody understood what it was 
all about by the time they got through explaining it. 

So it seems to me the bill proposed is so complicated that if we are 
going to have something that the people can understand, we need to 
work from a simpler basis. 

What you are suggesting here, at least insofar as it goes, is some- 
thing we can understand. You simply tax investment income. 

Mr. Ronertrs. Well, now, that is what we prefer. However, Senator 
Long, there is—we have always contended that investment income 
could be made a measure of the profits of a company. Now that is 
on a formula, but it can be made a fair formula. 

However, there are many people who claim that that is an unfair 
way to reach it. 

herefore, we have alternatively suggested a part. 1 and a part 2 
bill, which is very simple. That is to say, the taxing of investment 
income in part 1, and an effort to reach the gains from underwriting 
in part 2 by using a lower part 1 than we propose in a single part bill. 

I think that a single part bill with a rider to catch the specialty 
companies, and also to catch the windfalls, is very desirable, because I 
don’t think the specialty companies will be a problem for too many 
years, The windfalls will be with us always. But it would at least 
% simple, and this is the most complex piece of tax legislation that I 
have ever seen, 

I haven't seen as much, of course, as the chairman of the committee, 
who I think said yesterday it was the most complex piece of tax legisla- 
tion he had seen during his service in the Senate. 

Senator Lone. Well, you say here: 

There are certain revisions we recommend in part 2. The first revision that 
we recommend in part 2 is obvious. 
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Well, it is not obvious to me, and therefore I would like for you to 


explain that— 


and it is to permit companies to carry over the deduction from part 1 upon the 


basis of the maximum rate, so that the differential for small companies wij} Rot 
be lost. 


Would you try to illustrate that by showing how that would work? 
Mr. Roserts. Yes, sir. 
Senator Lone. So I can put it down here on a pad. 

Mr. Roserts. Yes, sir. 

In the present bill here, Senator, the deduction for small comps. 
nies occurs in part 1, but because it would result in a balancing of it 
—— 2, it is taken off again. 

nator Lone. Now, you see that just becomes words to me, which 
go in one ear and out the other, unless you give me something in terms 
of dollars and cents to show how it would work. 

Mr. Rozerts. Yes, sir. 

Senator Lone. Suppose you assume $100,000 of income, or just any 
particular figure. | 

Mr. Rosertrs. Let us assume there is $100,000 of taxable income 
after you applied either the formula in H.R. 4245 and as we propose, 
and that the small company—— 

Senator Lone. You propose that you simply tax investment income 
without going into the complicated formula ? 

Mr. Roserts. That is true; we would prefer that. We have a phase 
2, but if you simplify part 1 it doesn’t make any difference. It is very 
obvious if you have a two-part bill, if you deduct from the taxable 
income the small business deduction then when you come down and 
make your deduction for the parts you paid taxes on in part 2, they 
will lose that deduction, because it will go back into their underwriting 

rofits. 

5 So you have to take it off twice. That is provided in the present 

bill, but it is necessary, if you use a flat rate to do it in a different 

fashion. It is relatively simple. 

If you tax on 10, 15, 20, for example, when you came down to make 
your deduction in part 2, you would have to make your deduction 
all the way across on a 20 basis. That would be the only thing. 
Otherwise, they would lose their deduction in part 1. 

Senator Lona. Well, I believe I understand what you are a 
about, but I would just like to try to get that in terms of dollars aa 
cents. 

You are saying in part 1 if you had $100,000 of taxable income— 

Mr. Roserts. Yes, sir. 

Senator Lone. You would pay the tax on 24.5 percent of it, if 
IT recall correctly, under the existing law. 

Mr. Roserts. Something like that; yes, sir. 

Senator Lona. And you would pay a 52-percent tax on that part, 
which would be about 13 percent on the total taxable income, so you 
would pay a tax of about $13,000, if I understand correctly, under 
part 1. 

Mr. Roserrs. Yes, sir. 

Senator Lone. Now, you say that under part 2 


Mr. Rozerts. You deduct the part that was taxed from your operat- 
ing gain. 
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Senator Lona. You deduct the $100,000 that was taxable, or $13,000 
tax that you paid. 

Mr. Rozerts. No; the $100,000 is taxable. 

Senator Lone. Yes. 

Mr. Roperts. And since that would contain the benefit of about 
$15,000 smaller business deductions, you have to bring down not 
$100,000, but $115,000, or you would be = ing in part 2 tax, too, the 
$15,000, that was the intention of the bill to exempt. That is pro- 
vided in the bill, but since we propose a flat-rate formula instead of 
4 more complicated one, it would be necessary to compute it across. 
It can be done in several other ways, however. 

— Lone. Those are all the questions I have. Thank you 
yery much. 

nator ANDERSON (presiding). I want to come back to this pen- 
sion plan a little bit. The statement, I believe, says: 


If an item is life insurance, it ought to be taxed as life insurance. 


Will you give us the reverse, if it is not life insurance, do you think 
itought to be taxed as life insurance ? 

Mr. Roserrs. Yes, sir; if it is life insurance, that is, if it is a busi- 
ness that a life insurance company should be in—— 

Senator Anperson. No, no; if it is life insurance, it ought to be 
taxed as life insurance. There is a reverse to it, if it is not life in- 
surance it should not be taxed as life insurance. 

Mr. Roserts. Quite right, Senator, and life insurance companies 
shouldn’t sell it. 

Senator Anperson. Should not sell it? ( 

Mr. Roserts. Not if it is not apropos to the life insurance business. 

Senator Anperson. Is credit insurance life insurance? 

Mr. Roserts. Yes, sir. 

Senator Anperson. Then you don’t believe in any life insurance 
Caper selling credit insurance? 

r. McCiatoney. It isn’t. 

Senator Anperson. Oh, no; if it isn’t life insurance then we 
shouldn’t sell it, let’s be consistent. 

. Mr. Rozerts. By credit insurance, you mean life insurance on a 
ebtor. 

Senator Anperson. Is health insurance life insurance? 

Mr. Roserrs. Accident and health insurance is not life insurance. 
ene Anperson. And no life insurance company should sell 
It 

Mr. Roserts. Most life insurance companies sell—— 

Senator Anperson. No, no; you say—— 

Mr. Roserts. Or sell health insurance. 

_ Senator Anperson. You said they shouldn’t sell it if it wasn’t life 
insurance. Now, do you stand by that, or don’t you? 

Mr. Rozerts. I would say that it was a trifle oratorical, Senator. 
[Laughter. ] 

Senator Anperson. Well, you recognize that this pending situation 
has some very interesting implications, does it not ? 

Somebody gave a statement, and I think you were the one, that 
said that the great growth in these trusteed plans was because they 
could buy common stock. You used Sears as an example, didn’t 
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you? I think nearly all of the pension fund of Sears is in Sear 
stock, isn’t it? 

Mr. Roserts. I mentioned that in passing; yes, sir. 

Senator Anprerson. And that couldn’t happen to a life insurance 
company. 

Mr. Rozerts. They do, of course, buy 

Senator Anperson. But he couldn’t buy all of it. 

Mr. Roserts. Buy Sears stock, but they couldn’t heavily over. 
inflate their portfolio with one company’s stock. 

Senator See Well, when the life insurance people come 
around to examine us, they take a pretty good look at things like 
that. 

Mr. Rozerts. That is where life insurance companies have yields 
of about 3.5 percent, whereas many other companies investing money 
have much higher yields. 

Senator Anperson. Now, you thought, though, that the reason that 
the trusteed funds grew as against the insurance funds was because 
of this ability to buy common stock in large proportions. 

Mr. Roszerts. I think to a very great extent that is true, Senator, 

Senator Anperson. Now in 1950, could they still buy common 
stocks ? 

Mr. Roserts. In 1950 the trusteed plans could, in many instances, 
buy common stocks. 

enator Anperson. There has been no change in what they could 
buy since 1950, has there ? 

Mr. Roserts. There has been a little change, however, in the eco- 
nomic horizon, I think, and also—— 

Senator Anperson. Wait, now. 

Mr. Roserts. And also the trusteed plans have grown more rapid- 
ly than the insurance plans now. The plans themselves, Senator, I 
mean, and not the investment. 

Senator Anperson. I understand thoroughly, but you were try- 
ing to say that the reason the trusteed plans grew is because they 
could buy common stocks. 

Mr. Roserts. I think that is true. 

Senator Anperson. They could buy them in 1950, couldn’t they? 

Mr. Roperr. Yes. 

Senator Anperson. Allright. In 1950 it was 50-50, wasn’t it? You 
are familiar with the statistics. This is from what was filed before the 
House of Representatives at least, and it showed 50 billion 575 mil- 
lion in insured reserves, and 50 billion 750 million in trust funds. 

That is pretty even, isn’t it? 

Mr. Roserts. Yes. 

Senator Anperson. By 1957, with exactly the same rights, they had 
gone to 40 percent for the insured reserves, and nearly 60 percent, 59 
plus, for the trust funds. 

Had there been any change in the legal obligations during that 
period ? 

Mr. Roserts. I know of none. 

Senator Anperson. Therefore, it wasn’t the fact they could buy 
common stocks, was it? 

Mr. Roserts. I still think so, sir. 

Senator Anperson. All right. 
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Now, if you still think so, does it have any relation, you think, to 
yield? Let me give you some yields, 

In 1951 the tax-exempt corporate funds yielded a net of 3.09 per- 
cent, and after Federal tax, the life insurance companies plans yielded 
998. That is within eleven one-hundredths of 1 percent of every 
other, and a man could reasonably perhaps figure that he was going 
to pay that for the sake of the insurance that it would be definite and 


ific. 
PB ut by 1957 the yield was 3.84 on trust-exempt funds, and 3.44 on 
the insurance companies’ program. That is forty one-hundredths of 
Lpercent, isn’t it ¢ 

Mr. Rozerts. Almost one-half of 1 percent. 

Senator Anperson. You don’t think that had anything to do with 
it, do you ! 

Mr. Roserts. I think that that contributed to it, yes, and I think 
the difference in investment portfolio has a great deal to do with 
that. 

Senator Anperson. Surely. Have you looked at the numbers that 
were insured¢ I have here a study made by the Bankers Trust Co. 
of New York, and it said that of the new plans adopted between 1953 
and 1955, covering 66 plans with at least 200 life plans, the average 
size of the group annuity cases was 660 employees, and for the trus- 
teed plans was 3,400. 

Does that indicate to you as to whether the large companies, be- 
cause of their very large reserves, can make use of the trusteed plans 
but small business has to depend upon the insured plan ¢ 

Mr. Roserts. I think, in general, small business prefers the insur- 
ance plan in many cases. 

Senator Anprerson. And you want to cut them out from that or tax 
them for the sake of small business, is that right / 

Mr. Roserts. I do not think it has that effect. I merely want the 
insurance companies engaging in the pension plans to pay the same 
kind of taxes that all life insurance companies pay, so that in dealing 
with other lines of insurance they will not be able to shift their large 
profits from pension plans into other fields, pay dividends, well, to 
expand business or to tie together several different kinds of contracts 
in One premium package, and thereby swamp the small companied 
that may be engaged and are engaged in group that do not find it 
feasible to be in the pension business. 

Senator Anperson. We have a Small Business Committee in the 
Congress that constantly tries to look out for small business. Now, 
if you do not tax this type of business, the comparison between the 
tax-exempt corporate pension fund is 3.84 percent against 3.75, and 
small business can avail itself under that circumstance. But you 
want to tax the insurance companies so that the small company gets 
only 3.44, isn’t that the net of your argument ! 

Mr. Roserts. In many instances, Senator, he does not get 3.4, as a 
majority, a majority of plans, I would assume, that annuity assump- 
tions are somewhat nearer 3 percent than 3.4. 

All we are seeking to tax 

Senator ANpERson. Annuities—— 

Mr. Rozerts. Are the profits of insurance companies. We are not 
trying to tax the policyholder, we are not trying to tax the ultimate 




























































358 


TAX FORMULA FOR LIFE INSURANCE COMPANIES 


pension. We merely want companies who compete with our com. 
panies to pay their share of taxes, and we feel the Treasury can jj] 
afford to lose $60 million from one source and then make it Up on 
the little fellow. 

Senator Anperson. If they were making it up; yes. Have you 
got anything to show that the pension plan will not take the co 
as the Security Exchange Commission that is an agency of this Goy. 
ernment, says that it ia handled toward? It says it is going down to 
20 percent. Your theory is if it could all go out it vould be & good 
thing and put all pension plans under the bank trusteed forms. But 
a t many businesses need it. 

t just happens that many of us come up against this problem, | 
was once associated with a little business and tried to buy a group 
pension plan on them recently. As I related earlier, i ran im- 
mediately into the situation where the local bank suggested that 
maybe I should buy a bank trusteed plan instead of an insured plan, 
I don’t think I have that many employees, or the firm does, and] 
thought this was a good avenue. However, the theory seems to be 
that the insured plan is a bad thing to be done for them, and you 
want to drive them out of the business by putting a heavy tax on 
them. I don’t understand it. 

Mr. Roserts. Let me then say that we merely wish the large com- 
panies to pay the taxes on their profits that the small companies pay; 
we would be quite content with that, but the prospect of being driven 
out of business by a $60 million tax forgiveness is not appetizing to 
small companies which are competing with the large ones, and which 
would find it very difficult to compete with such things as one larg 
company’s withdrawing $15 million from its pension reserve strength- 
ening fund, and dumping it into surplus and ultimately into, and I 
suppose, competitive features in, I believe it was 1955, freeing any 
element of a business from its share of taxation, Senator Anderson, 
we feel is merely a subsidy that could be employed against competi- 
tion. 

Because a drug store incidentally sells other things does not mean 
it is entitled to perhaps the license rate that some other kind of busi- 
ness enjoys. 

Senator ANperson. Just one question, you draw attention to the 
fact that while 16 New York companies are authorized to do business 
in Texas, not a single Texas company is authorized to do business m 
New York. 

How has the experience been with the two States? 

Mr. Rozerts. What was that, sir? 

Senator Anperson. How has the experience been with the solvency 
of companies in the two States ? 

Mr. Rozerts I am informed that in the entire history of Texas life 
insurance companies through the year 1957, which is the latest for 
which I have complete reports, a total sum of $500 has been lost to 
policyholders through Texas life insurance companies, which com 
pares very favorably with any other State’s experience. 

Senator Anperson. Did I misread the Ben-Jack Cage and all the 
rest of those stories ? 

Mr. Roserts. No policyholder lost a nickel, Senator Anderson. 
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Senator Anpverson. Is the only purpose of regulating businesses to 
ieserved if the polleypaders lose? Don’t you sometimes have good 
riles for the ae who invest ? 

Mr. Roserts The policyholders came out all right. The stockhold- 
gs really were fixed up in two or three of those cases. 

Senator Anpverson. Is that the reason maybe why some companies 
we not registered in New York? Aren’t the New York laws pretty 

¢ What kind of a fire policy does nearly everybody use? The 
Yew York fire policy ? 

Mr. Rozerrs. I think generally so. Their fire policies have been 
cellent. There has been some degree of criticism of the New York 
fe insurance provisions, but they are suitable for New York and I 
think admirably fitted for New York needs. — It is the extraterritorial 
fatures that are generally complained of by companies elsewhere. 

Senator ANpERSON. I can only say that in the little tiny segment of 
business that I got into, some of us are very happy that New York 
holds up the standard that helps us in other parts of the world. I 
think so, at least. 

Mr. Roserts. I think generally, Senator, North Carolina, Louisi- 
ma, are supposed to have the best and fairest codes and are held up 
nther as models in the industry, but with those things it is always a 
natter of opinion. 

Senator Secuaoliet Senator Carlson. 

Senator Cartson. I have no oe 

Senator Anperson. Senator Douglas. 

Senator Doveias. No questions. 

Senator ANperson. Senator Talmadge. 

Senator Tataapee. I would like to say that I am sorry that I could 
not be here for the beginning of Mr. McClatchey’s testimony. Both 
of these witnesses happen to come from Georgia and are longtime 
friends of mine. Mr. McClatchey is one of the most able lawyers in 
the city of Atlanta. 

Unfortunately two of my committees are in session today, and in 
trying to go from one to the other I find it rather difficult to be in two 
places at one time. 

la with the witness that I find this bill quite complicated. I 
ine tose wrestling with it now for some weeks, and I still have not 
thoroughly understood it. 

As I understand, the purport of your testimony is that you would 
prefer existing law to this recommended bill. 

Mr. McCiarcuey. That is correct, sir. 

Senator Tatmapcr. You realize, of course, the existing act would 
be the act of 1942, and not the Mills stopgap act, 

Mr. McCuatcuey. Yes, sir. I believe we would prefer even 1942 
to the present law. 

Senator Tatmaper. I see that you make several suggestions here. 
One I believe is a recommendation that profits of an insurance com- 
fany be taxed exclusively on investment income on a graduated 


Mr. McCuatroury. That is correct. 
Senator Tatmapce. On that graduated basis you would use some- 
thing of the type of tax plan that is applicable to individuals and 


hot corporations. Of course, a graduated base on corporations, as 
Tunderstand it, is 30 and 52 percent. 
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Mr, McCuarcney. Yes, sir, in respect to giving small companies 
a larger deduction, that is correct. 

Senator Tatmapce. But with individuals, I believe graduation, be. 
gins at 20 percent and goes up somewhere around 92 percent. 

Mr. McCuatcuey. Yes, sir. 

Senator Tatmaper. You still believe that a graduated basis would 
be more favorable than any overall approach in trying to tax both 
investment income and so-called operating profits? 

Mr. McCuiatcuey. That is our view, Senator. 

Senator Taumapeer. I see that in the so-called specialty companies 
that have no reserves or very little, if any, you use a different ap. 
proach to tax so-called operating profits, 

Mr. McCuatcuey. Yes, sir, we would use something of the nature 
of the part 2 in the present bill. We would concede that you would 
need to have a device to catch those companies that had a very small 
amount of investment income. 

Senator Tatmaper. Are there some insurance companies that deal in 
life insurance requiring reserves and also specialty insurance that 
would not require reserves ¢ 

Mr. McCuarcuey. I believe they would all require some reserves, 
Senator, but there are certain types of companies, I am informed, 
that require a much smaller proportion of reserves than normal life 
insurance companies. 

Senator Tatmapcre. How would you approach the taxation of a 
company, for instance, that writes several types of insurance policies, 
some requiring large reserves, and others of a specialty policy type 
that require little or no reserves? 

Mr. McCuarcuey. I say there have been several suggestions. 1 
think Mr, Curtis in the House suggested that you might segregate 
certain types of life insurance that were peculiar in respect of not 
requiring reserves. 

_ suggestion here is rather that there be a modified part 2 which 
would provide a tax of a stated amount in the event the gain from 
operations as filed with the insurance department in the State ex- 
ceeded a certain stated proportion of the investment income. 

That is complicated to state, Senator, and we would be glad to 
undertake to furnish such a suggested form if the committee would 
like. 

Senator Tatmaper. I would appreciate it if you would. 

Mr. McCriatcuey. Yes, sir. 

Senator Tatmapce. I would appreciate it if you would submit for 
the record the recommendations—— 

Mr. McCuatcuey. Yes, sir. 

Senator Taumaper. To go with a draft form of such amendments 
"18 you would propose. 

Mr. McCuareney. All right, sir. 

Senator TaLMaApeGe. There are one or two other things that I would 
like to ask you about. 

Of course, one of the problems that lies in taxing the insurance in- 
dustry is the charge that there have been vast loopholes in the tax- 
ation of insurance. 

You realize that any corporation that makes in excess of $25,000, 
pays a 52 percent tax on the excess. The insurance industry, as you 
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know, does not, and insofar as I know, it is the only profit organiza- 
tion that doesn’t pay a 52 percent tax on its income after certain 
aemptions and deductions. 

There have been charges, for instance, that insurance companies 
own and operate radio and television stations, and get favorable in- 
surance tax rates rather than the normal 30-52 percent rate that they 
yould have to pay if they were operating those stations without 
the aid and benefit of having an insurance company as a holding 
company. 

How would you approach such a problem as that? 

Mr. McCrarcuey. Well, that is a similar problem, it seems to me, 
Senator, if I have gotten your question, to the one we discussed just 
4 moment ago as to the specialty company. I am not sure that I 
mderstood clearly. 

Perhaps you understood, Mr. Roberts, what the question is? 

Mr. Rozerts. Since all that would go into the category of inter- 
corporate profits, it would be pretty well reached by either the formula 
that parallels part 1 of the present bill, or if it overflowed into an 
excess amount, and I think in most of the cases the Senator has in 
mind, if it overflows very considerably it would be caught by our 
proposal to catch specialist wind falls. 

Mr. McClatchey, in drafting his suggestion he is going to file, I 
know, in the suggestion we make, that it will be aimed not merely 
at specialties because they are necessary, but it also would be aimed 
at windfalls. That is to say, exceptional profits that do arise from 
time to time in individual companies that greatly exceeded their 
reasonable profit which is to be anticipated from their business, and 
I think that would very likely reach these unusual conditions. 

There are not too many States in which these rather exceptional 
investments are permissible, anyway. 

Senator Tatmapor. As I understand your testimony, you would 
eliminate entirely the so-called phase 3 part of this tax bill. 

Mr. McCuatrcnuey. Yes, sir. 

Senator Tatmaper. How would you ultimately get a tax on all 
earnings of an insurance company if you adopt an investment type 
approach, plus your specialty company feature, if you do not have 
some ultimate means of taxing the profit of an insurance business at 
the time that it declares dividends to stockholders? 

My question is, how are you going to nail down a tax bill and say 
that from henceforth on there will be no escape provisions for in- 
surance companies so that every dollar will be taxed by the Federal 
Government ! 

Mr. McCuarcuey. As we discussed with Senator Kerr awhile ago, 
I believe it was, this goes back to the difficulty over 50 years in trying 
to devise a fair tax measure that would do just as you state. 

Our view is, sir, that the investment income approach, when placed 
at a rate, at a schedule that will produce the revenue which the Treas- 
ury feels that it needs will, in itself, when that additional special pro- 
vision is put. on, will in itself measure the entire income of the com- 
pany even though you do not, as such, go down and tax down at the 
end, that: the tax you put on the investment income is itself a measure 
of the true income. 

That was the theory of the Mills-Curtis bill, sir, as I understand it. 
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Senator Tauaaper. Why would you disregard completely the go. 
called underwriting profits or operating gains? 

Mr. McCuarcuey. As I understand it, the reason that has been dis. 
regarded, not gone into in the past, has been the difficulty of deter. 
mining what actually was underwriting gains, and I think under—_ 

Senator Tatmapcr. That difference would be, of course, your insur. 
ing the contingency that may arise 50 years hence. 

Mr. McCuatcney. That is correct, sir. 

Senator Tatmapce. You don’t know whether there will be any profit 
on that particular transaction unless the contingency arises, do you! 


Mr. McCuiatrcuey. That has been the theory on which the past bills 
have gone, yes, sir. 

Senator Tatmapcr. I would appreciate it very much if you would 
prepare a memorandum outlining in detail your suggestion, what your 
method of taxation will be, an estimate on the amount of revenue it 
would raise for the Government, and prepare the necessary amend- 
ments for the consideration of this committee. 

Thank you. 


(Mr. McClatchey subsequently submitted the following for the 
record :) 


EXPLANATION OF THE PROPOSED AMENDMENT TO THE INTERNAL REVENUE CopE 
Wits Respect To THE TaxaTION OF Lire INSURANCE COMPANIES 


The attached draft of the proposed amendment to the Internal Revenue Code 
is designed as a substitute for the provisions of H.R. 4245, dealing with the 
taxation of life insurance companies for the years subsequent to 1957. 

Under the proposed substitute, the 1942 formula would be permanently elim- 
inated and the current stopgap measure or Mills law would be made permanent 
with two modifications. 

The first of these modifications would be to institute an overall decrease in the 
deduction provided against net investment income. Under the present law, 
insurance companies are allowed to deduct 87% percent of the first $1 million 
of investment income and 85 percent of the remainder. Under the proposed 
new formula, a deduction of 90 percent would be provided against the first 
$250,000, 84 percent against the next $750,000 and 78 percent against all in- 
vestment income over a million. This new formula contains a slight additional 
break for small companies by increasing the deduction rate on the first $250,000 
of income. However, on all amounts of investment income above $250,000, the 
deduction rate is substantially decreased and the yield of the proposed bill 
would be $172 million greater than under the law in effect for 1957. 

The second modification to the Mills law suggested is the tax on specialty 
company income. One of the defects in the present Mills formula is that certain 
specialty companies, primarily those virtually exclusively engaged in writing 
credit life insurance, have little investment income but substantial and easily 
ascertainable underwriting profits. The present formula misses this income 
almost completely. Accordingly, it is proposed that a new category of income 
be established—namely, “specialty company income.” A specialty company 
would be defined as a company whose net gains from operations after dividends 
to policyholders exceeds three times its investment income and non-life-insurance 
income, In the case of such a company, 25 percent of such excess would be 
considered as specialty company income and subject to tax at the regular cor- 
porate rates. Net gains from operations is defined as that figure set out in the 
annual report of life insurance companies as net gain from operations after 
dividends to policyholders. This is a standard widely recognized figure which is 
computed in the same manner by all companies on a form approved by the 
National Association of Insurance Commissioners. An earlier Treasury Depart- 
ment recommendation in this area was based on using the same figure to de 
termine total income on all insurance companies. 
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AMENDMENT TO HELR. 4245 


Strike out all after page 1, line 5, and insert the following: 
“1, Section 802 of the Internal Revenue Code of 1954 is amended to read as 


| follows : 


“go. 802. Tax Imposep. A tax is hereby imposed for each taxable year 

g after December 31, 1954, on the income of every life insurance com- 

y. Except as provided in subsection (c), such tax shall consist of a normal 
tax (computed under section 11(b)) and a surtax (computed under section 
ti(e)) on the sum of— 

“*(1) the life insurance taxable income (as defined in subsection (b)), plus 

“*(2) the nonlife insurance taxable income (as defined in subsection 
f)) plus 
8) the specialty company income (as defined in section 808). 

“‘(h) Lire INSURANCE TAXABLE INCOME DeFINeD.—For the purposes of this 
subpart, the term “life insurance taxable income” means the net investment in- 
come (as defined in section 803(c)), minus the sum of— 

“*(1) the net investment income allocable to nonlife insurance reserves 
(determined under section 804(d) ), 

“*(2) the reserve and other policy liability deduction (determined under 
section 804), and 

“*(3) the special interest deduction, if any, allowed by section 805. 

“‘(@) ALTERNATIVE TAX IN THE CASE OF COMPANIES Havina NONLIFE IN- 
SURANCE RESERVES.— 

“*(1) In GeneRraL.—In the case of a life insurance company which has 
nonlife-insurance reserves, the tax imposed by subsection (a) of this section 
for any taxable year beginning after December 31, 1954, shall be the tax 
computed under such subsection (or under section 1201(a) if applicable) 
or the tax computed under paragraph (2) of this subsection, whichever is 
the greater.’ ” 

Nore.—Remainder of section to be reenacted without amendment. 

“2. Section 804(a) of the Internal Revenue Code of 1954 is amended to read as 
follows : 

“*(1) 90 per centum of so much of such excess as does not exceed $250,000; 

“*(2) 84 per centum of so much of such excess as exceeds $250,000 but 
does not exceed $1,000,000; and 

“*(3) 78 per centum of so much of such excess as exceeds $1,000,000.’ 

“8. Section 804(b) (3) is amended to read as follows: 

“*(3) DrvipenpDs REcEIVED DEDUCTION WHERE MAXIMUM LIMIT APpPLIEs.— 

“*(A) If paragraph (1) of this subsection reduces the reserve and other 
policy liability deduction allowed by this section for the taxable year, then 
in computing life insurance taxable income under section 802(b) there shall 
be allowed an additional deduction in an amount determined under sub- 
paragraph (B). 

“*(B) The amount of the additional deduction referred to in subparagraph 

(A) shall be the amount which bears the same ratio to the total of the 
deductions provided in sections 243, 244, and 245 as the net investment 
income reduced by the sum of— 
“*(i) the net investment income allocable to non-life-insurance re- 
serves, and 
“*(ii) 100/85 of the maximum limitation determined under para- 
graphs (1) and (2) of this subsection, 
bears to the net invested income.’ ” 


Note.—Remainder of section to be reenacted without amendment. 

“4. Section 805(a) of the Internal Revenue Code of 1954 is amended by 
eliminating therefrom the following : 
“*(and the tax imposed by section 811)’ ”. 

“5. The Internal Revenue Code of 1954 is amended by adding a new section 808 
to read as follows: ; 

“Sec, 808. SPECIALTY COMPANY INCOME. 

“*(a) GENERAL RuiE.—In the case of a life insurance company whose net 
gains from operations during the taxable year exceed three times the aggregate of 
the life insurance taxable income and the non-life-insurance taxable income for 
such year, then 25 per centum of such excess shall be considered as its “specialty 
company income” for the taxable year. 
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“*(b) DerinitIion.—For the purposes of this section the term “net gain from 
operations” shall be the “Net Gain From Operations After Dividends to Policy. 
holders” computed in the manner required for the purposes of the annual state. 
ment for the taxable year on the form approved for life insurance companies by 
the National Association of Insurance Commissioners, except that no dedye. 
tion shall be made for any Federal income tax.’” 

“6. Sections 811, 812, 813, 816, and 817 of the Internal Revenue Code of 1954 


are deleted.” 

Senator Lone. Might I ask just one more question, Mr. Chairman? 

Senator ANpERSON. Surely, Senator Long. 

Senator Lone. The statement is made that you would recommend 
taxing on the Mills-type formula. You use this language: “* * * ex. 
empting no reserves whatsoever from taxation.” 

Now, what type things do you have in mind that are exempted 
from taxation as of now, or would be exempt under this bill? 

Mr. McCuatcuey. We were referring to the pension matter, Senator 
that we have discussed. 

Senator Lone. Is that the only thing you had in mind when you 
say, “exempting no reserves whatsoever from taxation” ¢ 

Mr. McCuarcuey. Yes, sir. 

Senator Lone. As I understand it, and please correct me if I am 
wrong, the bill we are considering would give the 85 percent divi- 
dends credit on stockholdings by an insurance company when it re- 
ceived dividends in those stocks. The Mills-Curtis stopgap formula 
does not do that, if I understand it correctly. 

Mr. Roserts. It was our contemplation, Senator, that if a single 
phase, plus a specialty company rider were adopted, that the normal 
dividend credit on stockholders’ dividends from insurance companies 
would not be allowed, the reason for that being that you must reach 
certain profits that are nebulous, that can’t be found, and also a very 
practical reason that that catches the balance of the money that the 
captive companies own. 

Now, in at least one instance of the so-called captive companies, I 
am informed, I haven’t run it down myself, but I think the informa- 
tion is correct, that although the company, that is to say the life 
company, that is a specialty company, will pay a greatly enhanced 
tax, the combined tax of the life company and the company that owns 
it will be decreased about $200,000 as a result of the bill by virtue of 
the dividend credit that is provided in it. They pay some $3 or #4 
million in dividends to their holding company, and this was immed- 
iately subject to, since it made a very large profit, to 52 percent cor- 
porate tax, so that they really, instead of having a free ride, paid 
about $1,700,000 in ultimate taxes, although the specialty company 
didn’t pay them, and we feel that when we have a flat formula you 
ought to get a dividend credit, we don’t ask for too much. 

Senator Lone. Of course that is where some of this confusion arises. 
In other words, you would advocate taxing 100 percent of the divi- 
dends that the insurance company receives at a rate between 10 and 
22 percent, as compared to a proposal of taxing 15 percent at 52 per- 
cent. By the time you get through with those multiplications you 
finally come out to about the same thing one way or the other. 

Mr. Roserts. I think you usually, on tax matters, you always come 


out very much the same. It is just a matter of distribution on those 
kinds of operations. 
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Senator Lone. You say that “thereby eliminating the $60 million 
ax rebate to a handful of companies in this bill,” and I would ask 
ou in that respect if you are referring to the insurance pension sy- 
vem? You are referring to that, are you not ¢ 

Mr. Ronerts. I am referring to the fact that ees 9 or 
{) companies monopolize the pension field, have about 90 percent of 
the pension reserves, and we do point out, incidentally, that in one of 
them, if pensions are exempt from taxation they should certainly be 
gempt, their reserves should be exempt from qualifying the company 
ss a life company, that one of them would be perilously close to not 
lieing a life insurance company any more. 

Senator Lona. As I understand it, the argument in favor of 
aempting the pension part of this matter from taxes is that their 
competitors are not paying taxes on the pension part of their pro- 
gram ; is that correct | 

Mr. Rosertrs. Well, we apprehend that if the pension fund or pen- 
sion reserves are exempt from taxes there would be large profits that 
could be used to the disadvantage of other companies competitively. 
There is a profit in handling the pension business. 

The difference between the flat formula basis and the other in the 
treatment of pensions is that actually there is no unfairness under the 
flat formula. 

I can conceive of an unfairness to pension funds under this very 
complicated one, if it would be put back in, because you would not 
nearly get the profits on it. You would actually get something 
else. 

It is rather like the situation that developed on tax exempts; you 
are paying twice. 

Senator Lone. You feel if pension funds are to be eliminated, they 
ought to be required to handle those funds separately so they would 
not get some tax advantage incidentally that was never intended ? 

Mr. Roserrs. That is right. 

Senator Lona. But you do see the problem that either corporations 
that set up their own pension funds for their employees or banks 
that handle pension funds for employees are competitive with the 
insurance companies, and they apparently do not pay taxes on those 
pension funds they handle. 

Mr. Roserts. Senator, that is why we—one of the additional rea- 
sons why we—are strongly against this vastly complicated bill. 

The formula based on investment income alone reaches nothing 
except the profits of life insurance companies, and I think some Sen- 
ators feel that it does not reach all of those. But it does not tax 
anything but the profits; whereas the strange three-pronged bill 
before you, I am afraid, perhaps, imposes an unfair tax upon similar 
categories of insurance and, perhaps, pensions among them; and that 
is why we think that a one-phase tax program such as we have had 
since 1920, and such as we have had under a different theory and 
under the same theory that we have proposed since 1951, will hit 
nothing in pensions except the profit derived from them. 

I do admit if you took pensions out of the present House bill you 
might be unfairly taxing something, I do not know how much. 

Senator Lone. In your statement you go on to say, “as well as the 
10 percent. or more rebate to the same companies, provided by their 
use of the industry average as a tax base instead of their own figures.” 
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Now, could you help me to understand that statement ? 

Mr. Ronerrts. Senator Long, I doubt that I could help you to under. 
stand it because I hope that we are right about the 10 percent which 
we arrived at by taking a typical company that has approximately 
reserves on an average of 2.3. F 

Senator Lone. 2.3 what? 

Mr. Roperts. Reserves on an average of about 2.3 percent. 

Senator Lone. Interest? 

Mr. Rozerts. The industry average is almost 2.8; that is the Treas. 
ury’s announcement of averages, I believe, which is 2.78. 

That leaves you a difference of one-half of 1 percent. 

If you come on down 

Senator Lone. Let me ask you this, does that industry average mean 
the weighted average or does it mean the average 

Mr. Roserts. No; it is not a weighted average, Senator. A 
company 

Senator Lone. Because here is a point that appears to me if you are 
trying to arrive at an industry average. One company might have 
eee of insurance outstanding, and another might have $100 
million. 

If you just averaged the interest that those two were receiving you 
would not allow for the fact that one is 100 times as large as the other, 

So, does the industry average mean the weighted average? 

Mr. Roserts. It is not the average of companies, but it is the aver- 
age of sums held at different rates. It is probably a weighted 
average, I am sure. 

Senator Lone. That would be a weighted average; yes. 

Mr. Roserts. But the denominators and numerators are so numer- 
ous in part 1 of the bill that I do not think I could follow them at the 
moment. 

But, at any rate, a company reserving on a 3 percent basis does not 
have the advantage of charging off some extras because, unfortunately, 
it is reserving above the average of the industry. 

But if you have a reserve basis more than the average, why, you 
get the advantage of the industry’s average. 

Now since, in general, the small companies and most stocks reserve 
on a 3 percent basis, and the large companies strengthened their 
reserves with windfalls during a period around 1943 and soon, they 
have an advantage that is represented by some figure between five- 
tenths of 1 percent, divided by something which works out, I am 
told, that it is somewhere between 10 and 12 percent average across 
the board; that is to say, on the average, they pay 10 percent less on 
phase 1 than a company reserving at the 3 percent level would. 

Senator Lona. So your feeling is that this does tend to discriminate 
against, in general, small companies when you use the industry 
average? 

Mr. Rozerts. It unquestionably does; yes, sir. 

Senator Lona. Thank you. 

Senator Anperson. We are going to Senator Carlson in a moment. 
But I would like to ask, you did make a statement about this com- 
pany that had large returns from something else, and had to pay 
52 percent on it. Not wishing to air business out in public, I wish 
you would furnish us with a memorandum on that because we 
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have been checking up here, and we do not quite find how that is 

ible if dividends received by corporations are administered 
the way the law says they are administered. Will you please furnish 
ys that information and the device? 

Mr. Roserts. You are referring to my reference to the holding 
company ¢ 

Senator Anperson. In the case of the corporation other than a 
small business investment company operating under Small Business 
Investment Act. of 1958, it states: 

“There shall be allowed as a deduction an amount equal to 85 
percent of the amount received as dividends other than dividends 
described in paragraph (1) of section 244 relating to dividends on 
a preferred stock of a public utility from a domestic corporation which 
js subject to taxation under this chapter,” and it would be subject 
to taxation under the chapter, as we see it. 

If so, would you please give us the situation that would let us trace 
that case down ? 

Mr. Roserts. I would be glad to, sir. 

Senator Anperson. Senator Carlson ? 

Senator Cartson. Mr. Chairman, I want to ask one question. 

Senator ANnperson. May I be the first to congratulate you. 
[Laughter. ] 

Senator Cartson. Mr. McClatchey, you have done a good job here 
this afternoon expressing your views on H.R. 4245. 

Mr. McCuatcaey. Thank you. 

Senator Cartson. Now, the stopgap formula which you are ad- 
yocating has been referred to by insurance people and many indi- 
viduals as an excise tax because it taxes the same percent of invest- 
ment income of all companies, ignoring the variations in their con- 
tractual obligations. 

Now, do you have any comment on that ? 

Mr. McCuatcuey. I believe that there is in the measure a provision 
for young companies of 10 years or less, as I recall it, which amelio- 
rates the tax if there is a loss to those companies. 

Now, it would be our view that if a company is older than that and 
has investment income which would make it subject to tax under the 
Mills formula, and also has a loss that it is a matter usually that the 
company is undertaking to expand or is deliberately using its re- 
ceipts from its investments with anticipation of a loss, if it does not 
make a profit. 

In other words, there would be surely some cases where the tax 
og not be fair and equitable as they are, I believe, sir, in all tax 

ills, 

But, on the whole, the bill would generally tax insurance com- 
panies fairly. 

Senator Cartson. Don’t you believe, Mr. McClatchey, that the 
smaller companies that you first referred to would be rather excep- 
tional cases ? 

Mr. McCiatcuey. Yes, sir; I suppose they would. 

Senator Cartson. That is all, Mr. Chairman. 

Senator Kerr. (presiding). Are there further questions? 

All right, Mr. McClatchey. 

Mr. McCtatcuey. Thank you, sir. 
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(Mr. McClatchey’s prepared statement in full is as follows:) 


STATEMENT ON BEHAIF OF THE NATIONAL ASSOCIATION OF LIFE COMPANIES BY 
DEVEREAUX F’. MoCLATCHEY, GENERAL COUNSEL 


My name is Deveraux F. McClatchey. I am general counsel of the Nationa} 
Association of Life Companies, a trade association organized under the lays 
of the State of Georgia, with a membership of more than 120 small- and mediyp. 
sized life insurance companies in 25 states. 

This appearance before the Senate Finance Committee, and the viewpoint 
expressed upon H.R. 4245, a bill relating to the taxation of the income of life 
insurance companies, is directed by a unanimously adopted resolution of the 
convention of the association, after exhaustive study of the subject by the 
association’s staff and its committee on taxation. 

While we recognize that the writing of either a satisfactory or a durable 
tax measure in the field of life insurance presents unusual difficulties, we ar 
convinced that this pending measure is a bad bill, that should either be rewritte 
in its entirety or substantially amended. 

The criticism of this measure is made in the face of a hammer held over the 
heads of the members of the life insurance industry by the Treasury Depart 
ment. The industry was told, in effect: “Either take this bill or pay under the 
1942 act.” 

Despite that danger, of which members of this association are conscious, we 
find H.R. 4245 a bad tax measure. 

First, it seems to us to be excessive for present earnings of the industry, 
The gains from operations of the entire industry will amount to approximately 
$1,250 million for 1958, before any taxes, Federal, State, or local, are deducted, 
State taxation amounts to about $300 million, leaving a balance of $950 million 
from which the Treasury seeks in excess of 58 percent, with no allowance for 
tax-exempt interest. While we suggest that this is an excessive amount, de 
cision on this question is one that addresses itself to the judgment of the Cob 
gress so entirely that we do not propose to dwell upon it. There are probably 
others among the witnesses who will develop the thesis of excessive taxation 
of the life insurance industry as it affects the economy of the country and the 
people who are dependent upon the institution for their welfare. 

We intend to talk about the competitive aspect of this measure. 

There are two kinds of life insurance companies, stocks and mutuals. Since 
the first income tax act they have been taxed in the same way. Theoretically, 
this should not be so, but the reasons why it must be so were set out very co 
gently by a distinguished former member of this committee at the hearings here 
a year ago. When Senator Flanders of Vermont came to the Senate, he re 
signed every directorship that he held, except as a director of National Life 
Insurance Co. Throughout the hearings from 1919 to the present day, there 
have been long technical discussions explaining why mutual and stock com 
panies must be taxed in the same way. The explanation that Senator Flanders 
gave took very few words and was stripped of all technicalities. As it is found 
on page 14 of the hearings, I quote it to you: 

“* * * far as the mutuals go. There is no company to be taxed. There are 
only individuals scattered all over the country to be taxed. 

“Now, when it comes to the stock companies, there is a company to be taxed. 
There are certain stockholders whose earnings are affected as the company is 
taxed. But here the situation, Mr. Chairman, seems to me to be on all fou 
feet with the mutual company to this extent and for this reason, that the 
stock companies are in constant and severe and unremitting competition with 
the mutual companies, and they cannot get far out of line without going out 
of business.” 

As a necessary preliminary to discussing what this proposed bill will do t 
competition in the life insurance industry, it will be necessary to review very 
briefly the four previous types of legislation in this field. 

From the enactment of the first income tax act until 1920, the total ineome 
approach, or general corporate method of taxation, was followed. This did not 
produce any significant revenue and during World War I, a small excise tx 
was also imposed, but eliminated after the war. 

In 1920 the excess interest approach was devised by the Treasury. There 
is no such thing as excess interest, but it was a useful fiction to employ it 
providing a workable tax bill. In spite of the battle of 1932 between the Ameri 
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can Life Convention and the Life Presidents Association, representing, respec- 
tively, the small and the large companies, the measure, though frequently re- 
rised, especially following the decision in the National Life Insurance Co. case 
in 1928, remained until the enactment of the 1942 bill. The excess interest ap- 
proach was then junked because it did not work and because it did not produce 
much money. A tax bill based on industrywide averages, but tied to the excess 
interest theory, was passed. This bill produced satisfactory revenue until there 
was a decline in investment income during the war. It went off the board. 
It produced not a dime for the Treasury in 1947 and 1948. In 1950 another 
similar monstrosity was enacted that did produce some revenue, but that proved 
on test to be unsatisfactory to the Treasury and inequitable within the industry. 

Then came the total investment income approach, written into law first in 
1951 and revised and greatly improved in 1956. 

It is based on the theory that since mutual companies have no income except 
that from investments, and since that income should be taxed at a rate other 
than the corporate rate, a device measuring the true profits of companies, stock 
and mutual, through a tax on investment income, can be applied. 

The present bill is a hodgepodge of the laws applicable in 1912 plus the 
abandoned 1932 measure. It discriminates heavily against smaller companies 
in competition and against all stock companies as compared to mutual compa- 
pies. It destroys the historic competitive relationships within the industry. It 
exempts broad segments of the industry from any tax whatsoever. It allows 
companies an artificially contrived deduction based on industry averages but 
denies that tax abatement to other companies. 

‘Finally, while it cannot go off the board as rapidly in a time of declining 
interest rates as the 1942 bill did, it can do so and is unstable as a producer of 
revenue. 

As a weapon against the smaller companies, it provides the very large mutuals 
with special exemptions that can reduce their taxes by a third and does reduce 
their taxes beginning in 1959 very appreciably. 

Against the stock companies, it adds an additional tax that mutual companies 
do not have to pay. 

It destroys the historic competitive relationships. An examination of the five 
largest companies writing pension plans and the five largest companies not 
writing pension plans will show at a glance the disadvantage which those not 
in the pension business would face. 

An examination of this proposed law and of the 1956 stopgap as applied to 
the years 1947 and 1948 will show that this miracle bill that the Treasury has 
devised would have produced almost nothing in either of those years, against 
very substantial sums under the measure we paid taxes under in 1957. 

The National Association of Life Companies has a recommendation. We 
recommend that this measure be junked and that the Mills-Curtis stopgap be 
enacted into law as permanent legislation at a rate that will reflect accurately 
the tax upon the true profits of the industry. 

Three times at hearings on income tax measures for life companies, the Na- 
tional Association of Life Companies has said these same three things: 

1. A total investment income approach is the only method that preserves the 
competitive relationships between all kinds of companies, big and small, stock 
and mutual, participating and nonparticipating. 

2. The Treasury will never develop and cannot develop a corporate total 
income approach measure. They have promised to do so every year since 1954. 
They promised here, in this hearing room, before this committee, that they 
would have the outline of such a bill before the Congress 10 months ago, so that 
the industry and the technical staff of the Ways and Means Committee and the 
Senate Finance Committee could study it. They did not do so. They could not 
do so. They cannot do so today. 

It is possible that they were deterred from doing so by the fact that a total 
income approach bill could not possibly yield more than $425 million in revenue 
for 1958, while the plan advocated by the National Association of Life Compa- 
hies would yield approximately $450 million. 

8. We have said, and we say again, that while the Mills-Curtis stopgap is the 
best piece of legislation yet devised, it did not produce enough revenue. Esti- 
mating as we did that the true profits after State and local taxes of life com- 
panies with an adjusted but not a full deduction for tax-free investment income 
approximated $900 million, we proposed a measure that would yield $450 million 
in 1958 on a basis of taxing 10 percent of the investment income up to $250,000, 












370 TAX FORMULA FOR LIFE INSURANCE COMPANIES 


15 percent of the next $1,250,000, and 22 percent of the excess, and taxing every 
dollar of investment income whether from the reserves based on the quota of 
industrial policyholders or the millions in pension funds. We submit today 
that this investment income plan is the best, the fairest that can be adop 
and if the Congress finds that a greater yield is absolutely necessary they can 
make an up-to-date adjustment to 10, 16, 22 percent and obtain a yield of cop. 
siderably greater amount. 

But, if it is the wish of this body to disregard this recommendation and to 
undertake to repair this present measure, that can be done fairly simply. We 
would then recommend that part 1 of H.R. 4245 have substituted for the existing 
language a Mills-type formula at a 10, 16, 22 level, exempting no reserves what. 
soever from taxation, and thereby eliminating the $60 million tax rebate to a 
handful of large companies that is provided in the bill, as well as the 10 percent 
or more rebate to these same companies provided by their use of the “ind 
average” as a tax base instead of their own figures. This would produce a yielg 
of $470 million. The small company deduction should then be adjusted appro. 
priately in part 2, to avoid small companies paying a tax in part 2 as a result of 
the deduction afforded them in part 1. Although the Treasury reversed itself just 
before this measure was drafted in final form and decided that it did not need the 
$60 million in revenue from taxation on pensions, we feel that the burden of 
taxation in the industry ought to be spread over all forms of life insurance and 
not exclusively imposed upon those contracts that protect families from desti- 
tution. If an item is life insurance it ought to be taxed as life insurance. Last 
month these same companies that want a $60 million annual subsidy from the 
Treasury to use to plow under the competition from small energetic companies 
endeavored to obtain permission from the State of New York for segregating 
pension funds and acting as trustee for such funds in an obvious bid for tar 
avoidance. The State of New York took the position that insurance companies 
must stay in the insurance business. NALC takes the position that if pensions 
are not insurance, life insurance companies ought not to write such contracts: 
if they are proper insurance contracts, they should be taxed as other insurance 
contracts. This was the view that the Senate took when the Mills-Curtis stopgap 
came to this body. They struck out these exemptions after they saw the figures 
on the tax reduction that would be given a handful of big companies while the 
taxes were going up on their smaller competitors. 

Competitively the exemption of pensions from taxation means that the 
enormous profits from this fleld can be used and would be used to destroy com- 
petitors in other lines of business. They can take the money and use it to in- 
crease dividends on other insurance contracts. They can use this free grant 
from the U.S. Treasury to expensively promote sales. They can tie tax free 
pensions in with group and group accident health contracts, package deals that 
will eliminate forever small competition in group business. 

It seems most inequitable to us that the taxes of the largest companies in 
America should be actually reduced while their smaller competitors have a tax 
increase of more than 70 percent. 

We also ask that the Senate consider other implications. To succeed in the 
pension field a company must be large. As a practical matter it must also be 
licensed in New York. But we draw to your attention the fact that while 16 
New York companies are authorized to do business in Texas, not a single Texas 
company is authorized to do business in New York. Seventeen New York com- 
panies are entered in Tennessee, but no Tennessee company is licensed in New 
York. Seventeen New York companies are licensed in Indiana, but no Indiana 
company is licensed in New York. Fifteen New York companies are licensed 
in Georgia, but not 1 of Georgia’s 32 companies can do business in New York. 

Of 604 companies with less than $50 million assets, all whose reports were 
available in Best’s at the time, only five are engaged in any way in the pension 
business. Almost no companies in the South, the Southeast, the Mountain States 
or the Far West are engaged in these operations. It is confined to five Dastern 
States. The geographic impact upon the economy of the country ought not to be 
disregarded for the small regional companies are necessary to that orderly 
decentralization of industry and finance that Congress repeatedly has approved 
as a desirable public policy and essential to the national welfare and defense. 

The elimination of the tax on pension annuities ultimately would be the death 
knell of small companies throughout the Nation. They have grown and pros 
pered under the investment income tax system, where all types of insurance 
paid their share of the tax bill. To use an illustration from my native State, 
since 1941 the assets of all life insurance companies increased 215 percent; the 
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of Georgia companies increased 1,488 percent. No wonder the mammoths 


| think it is time to trample down the mice. 


There are certain revisions we recommend in part 2. 

The first revision that we recommend in part 2 is obvious. It is to permit 
empanies to carry over the deduction from part 1 upon the basis of the maxi- 
gum rate, so that the differential for small companies will not be lost. This 
parallels and should be a substitute for the small business deduction provided 
ip part 2 of the bill as now presently written. 

The second revision is to correct an obvious oversight. The special reserve 
or surplus provision for group insurance or group accident and health insurance 
of 2 percent is provided among the deductions in part 2. Apparently by inad- 
yertence a similar provision for other accident and health insurance was not 
made. That this was an oversight, we feel sure, since provision was made for 
poncancelable and guaranteed renewable accident and health contracts. It is 
equally necessary that provision be made for individual accident and health, of 
all kinds, whether cancelable or term, and we ask that this oversight be remedied. 

We recommend that, since it is desirable to reach the sometimes exceptional 

fits of specialty companies that sell almost nothing but term contracts, and 
windfalls that might occasionally occur in individual companies, that a section 
be provided that will guarantee an appropriate tax from such companies under 
such conditions; this can probably best be done by relating operating gains to 
taxable investment income. 

This recommendation was made necessary by our final recommendation to 
this committee. 

During all the prolonged discussions of a Federal income tax act for life in- 
surance companies, there was never an intimation that the Treasury would seek 
to tax stock companies more heavily or in any way differently from mutual 
companies. In the original printed draft of the House measure there was no 
part 3. We ask that part 8 be stricken in its entirety. It is contrary to nearly 
50 years of policy on the part of the Treasury and Congress. It is theoretically 
wusound. It has never been advocated so far as we know for any other enter- 
prise in America. It establishes a bad and a dangerous precedent. The Trea- 
sury concedes that it will raise almost no money. We know of no company in 
our group that in 1958 or the foreseeable future will ever be called upon to pay a 
tax under this section. As a tax measure it will reach only 8 or 10 com- 
panies in the entire Nation, and these can be better reached by other devices. 
But it confuses totally the accounting procedures of the companies. It might 
prove an effective bar to the sale, liquidation, reinsurance or mutualization of 
any company. It creates a kind of surplus wholly unknown to the industry and 
almost inevitably requires a reversal by the Congress of the national policy of 
State rather than Federal regulation of the insurance industry. So confident 
are we that this committee will recommend elimination of section 8, and so 
obvious do these stated reasons seem to us that we do not intend to expand the 
argument on section 3 further. 

Now as to the respective yields of the three measures that we have discussed. 

According to the Treasury’s estimates, this measure, H.R. 4245, would yield 
$545 million in 1958. On the basis of 1958 income, this amount would drop $20 
million yearly (because of the exclusion of pension fund reserves from tax, to 
be achieved under this bill over a 3-year period beginning in 1959) until it 
would produce only $485 million by the end of the fourth year. Almost all of 
this $60 million reduction is distributed among a few of the largest companies 
in the business. The measure that the National Association of Life Companies 
recommends would produce approximately $450 million in each of the 4 years 
with no preferential reductions to any company, large or small. H.R. 4245, as 
we suggest it be amended, would produce $520 million in each of the 4 years. 
These figures are based upon the assumption that there will be no growth in 
the industry; that is, we have assumed a continuation for 4 years of the 1958 
figures; upon that basis, H.R 4245, as it passed the House, would yield $2,060 
million. The measure that we propose would yield $1,800 million. H.R. 4245, 
ifamended as we propose, would yield $2,080 million and would not discriminate 
in favor of the few giant companies with untypical reserve rate structures or 
those engaged in the pension field. 

If the Treasury's projection of the growth of the industry is correct, however, 
the difference is more striking and we think that, in fairness, we should draw 
attention to it. H.R. 4245 would presumably yield $665 million in 1961; the 
measure that we propose would only yield $510 million in that year, and the 
revised measure, following the amendments that we have suggested, would 
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yield $750 million. However, while the need for revenue to the Government is 
acute, a sound tax system is also necessary. 

We do not believe that with the measure in its present form or as pro 
with the amendments we suggest would produce the yield that theoretically it 
should. We do think that the more stable total investment income approach 
would show the same steady climbing yield that it has shown in the past years, 
We have not discussed and we will not endeavor to speculate upon the prob- 
able effect of the present measure upon Government financing. It is the cop. 
sidered opinion of our best advisers in the field that the heavy premium put 
upon ownership by life insurance companies of municipals and other tax-exempts 
will result in drastic changes in portfolios and that, in consequence, the eogt 
of financing the Federal debt will be substantially increased; since oy; 
experts disagree, as all experts do, as to the extent of the increase that wong 
probably result, we do not wish to comment upon it. However, the shift to 
high interest rate mortgages on the one hand and low-yield tax-exempts op 
the other, in a ratio calculated to eliminate all tax under part 2 of the proposeg 
measure, may be expected on the part of many prudent managements. They 
would be unfair to their policyholders and their stockholders if their investment 
portfolios did not produce the best results for the company. 

There is no such premium upon tax-exempts under the Mills-Curtis type 
formula and there will be certain advantages both in certainty of tax yield 
to the Government and in the avoiding of dislocation of the present competitive 
relationships within the industry. We feel that these more than cancel out the 
possible, the problematic, the highly speculative greater yield under the proposed 
measure, even though it were fairly and reasonably amended. 


Senator Kerr (presiding). Mr. Slater, Robert E. Slater. 


STATEMENT OF ROBERT E. SLATER, VICE PRESIDENT, JOHN 
HANCOCK MUTUAL LIFE INSURANCE CO., ACCOMPANIED BY 
B. FRANKLIN BLAIR, ACTUARY, PROVIDENT MUTUAL 


Mr. Stater. Mr. Chairman, my name is Robert E. Slater. I am 
vice president of the John Hancock Mutual Life Insurance Co, of 
Boston, Mass. 

Associated with me is Mr. Franklin Blair, actuary of the Provident 
Mutual. We are both actuaries by profession. I appear as a repre- 
sentative of the temporary committee on the taxation of mutual life 
insurance companies. 

The work of that committee is supported by 23 mutual life in- 
surance companies, listed in exhibit 1. These companies are oper- 
ated solely in the interests of more than 20 million policyholders. 
These companies are widely diversified as to size and location. They 
pay approximately 20 percent of the total tax burden of the life in- 
surance industry. 

Our committee has spent more than 3 years in study of this prob- 
lem, seeking sound principles for taxation of life insurance. We sub- 
mitted statements of our findings at the recent hearings of the Ways 
and Means Committee. We continue to adhere to the principles ex- 
pressed to that committee, and wish to incorporate that testimony, by 
reference, into the record of this hearing. 

A mutual life insurance company consists of a group of individuals 
associated to provide life insurance for themselves at as low a cost 
as possible. Premium deposits and the income from the investment 
of the deposits are held for the exclusive benefit of the policyholders 
and their beneficiaries. Consequently, any tax levied on a mutual 
company must be borne by the policyholders or their dependents and 
no one else, 
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Most policyholders of life insurance companies are people of modest 

. The John Hancock, for instance, with approximately 11 
nillion policyholders, is one of the largest life insurance companies. 
However, the average size of our policies is only $1,290, and the 
sverage reserve held on such policies (which represents the extent of 
avyings involved) is only $233. In many instances, these people 
jave no other form of savings for the protection of their families. — 
Qur primary concern with H.R, 4245, the bill now before you, is 
the amount of taxes imposed on the policyholders of mutual com- 
ies. The tax on the mutual companies would be over $50 mil- 
Fon greater than a straight 52 percent tax on their gain from opera- 
tions before the usual adjustments allowed to corporations gen- 


Under this bill, mutual companies would pay 69.4 percent of the 
tax, although they have only 63 percent of the insurance in force, 
ly 61 percent of the surplus funds and only 58 percent. of the gains 
from operations. It has been estimated that for 1958 this latter per- 
entage would be down to 55 percent. In light of these figures it 
is dificult to see how anyone can maintain that mutual life insurance 
companies have any competitive tax advantage over stock life in- 
surance companies, 

The impact of these taxes is of concern, not only to these policy- 
holders directly, but also to everyone else in the United States. The 
assets of life insurance companies constitute this country’s greatest 
surce of capital for long-term investment. The premium deposits 
of policyholders flow into investments of almost every conceivable 
nature in every part of the land. For example, since the end of 
World War ITI, life insurance funds have provided over $35 billion 
for mortgages, more than half of which went into FHA and VA 
loans. Each year, life companies, through mortgage loans, help 
about 400,000 families to buy their homes. Life companies also have 
$4 billions invested in industry. The savings of individuals, ac- 
cumulated through life insurance, are not only important to the 
expansion of our economy, but are also one of the most effective 
deterrents to inflation and to further erosion in the purchasing power 
of the dollar. We feel this aspect of the situation has not yet re- 
ceived adequate attention—therefore we ask your serious consideration 
of it. 

In spite of the fact that the tax laws prevailing over the last several 
years have made life insurance the most heavily taxed form of in- 
stitutional savings, this bill levies a further 70 percent increase in 
Federal taxes for 1958. We know of no other industry that has ever 
been subject. to such an increase in its tax burden in a single year. 
This is just too much, too fast. 

The higher taxes rise, the more the American people will be dis- 
couraged from endeavoring, through their own efforts, to protect their 
families against the hazards of death, disability and old age. These 
are reasons why the people through savings institutions like life 
insurance should not be called upon to bear a heavy burden of taxes. 

Life insurance has been looked upon as a business relegated to the 
States for taxation. The business pays special State premium taxes, 
amounting to about $300 million. Together State premium taxes and 
the Federal income tax total over $850 million. The extra heavy 
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burden of State taxes cannot be ignored in determining the Proper 
level of Federal taxes upon the a Nr go 

For all the reasons I have discussed, we cannot endorse the leyg 
of taxes imposed by the bill under consideration. However, of th 
possible alternatives remaining to us, it is our conclusion that this 


bill, with suitable amendments, should be enacted into law withoy | 


undue delay. Even if that cannot be done until after March 15, 
feel the new law, whenever passed, should be applied to 1958 opers. 
tions, and that the outenetieal and inequitable 1942 law should not be 
permitted to become operative. 

Among the defects of the 1942 law, and there are many, is its 
failure to make provision for the smaller companies. The role of life 
insurance is so vital to the American economy that it needs a thrust 
of new companies penetrating new areas. We have always advocated 
lenient tax treatment of bona fide new companies. In H.R. 4245.9» 
favor a longer period over which new companies can charge losses 
and also a larger deduction from investment income in phase 1. 

We would recommend four amendments to H.R. 4245. Of thes, 
the first two are of basic and fundamental importance, and the other 
two involve refinement of principles already incorporated in the bill. 

Our first recommended amendment relates to the computation of the 
“policy and other contract liability deduction.” We believe this de- 
duction should be based on the individual company’s actual earned 
interest rate for the taxable year. Because the life insurance business 
has been told that the use of this rate would not produce the amount 
of revenue desired, we would urge the use of a 5-year individual com- 
pany average to maintain a level of income rather than the artificial 
‘mean” now provided. 

This proposed amendment has been presented to you during these 
hearings by several witnesses. It would be needlessly repetitive for 
me to review the reasons for the amendment. However, I would like 
to make it clear that our companies not only endorse it, but consider 
it essential if this bill is to become law. 

We strongly recommend a second amendment, which relates to the 
limitation on the deduction of dividends to policyholders in caleulat- 
ing taxable income. Under the bill as drawn, the amount of dividends 
to policyholders which may be deducted in calculating the gain from 
operations is limited arbitrarily to the amount which would reduce 
this gain to the level of the taxable investment income. Because of 
this limitation, the bill does not, in effect, permit any reduction in the 
tax for mutual companies when the gain from operations is less than 
the taxable investment income. Not to allow such a reduction results 
in an excessive tax, and discriminates against the policyholders of par- 
ticipating insurance because it results, in effect, in a tax on part of 
dividends to policyholders. 

Let us consider, for a moment, the true nature of dividends to 
policyholders. In a mutual company, the experience on each class of 
policy is determined each year. When this experience establishes 4 
cost of insurance which is less than the cost provided for in the pre 
mium, the unused portion of the premium is returned to the policy- 
holder. This adjusts the premium to the actual cost of insurance. 
While these returns are usually referred to as “dividends,” they at 
actually refunds of excess premiums paid by the policyholders, and 
should not be considered as part of income subject to taxation. 
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Clearly, there is ample justification for deducting 100 percent of 
remium refunds in computing taxable income. However, as a prac- 
‘ical matter, we are suggesting that the bill be amended to allow 50 
percent of the refunds now disallowed. In justice, at least this much 
should be allowed, particularly since companies issuing only nonpar- 
ticipatin insurance are permitted to deduct 100 percent of any excess 
of taxable investment income over gain from operations from tax- 
sble investment income. bare t 
The accompanying exhibit 2 gives an example of how this bill dis- 
giminates against the policyholder having pastenipeting insurance. 
Two companies are illustrated, both of which have the same taxable 
inome and the same gain from operations after the deduction of 
dividends to policyholders. Company A issues pertotpating insur- 
ance but company B does not. Despite the fact that their operations 
gre identical except in this one respect, the tax base of company A 
is $500,000 larger under H.R. 4245 than that of company B. Even un- 
der our proposed amendment the tax base for company A would be 
$250,000 greater than that for company B. Thus it is clear that this 
amendment only reduces but does not eliminate the discrimination 
against the holder of participating insurance. 

In calculating the gain from operations, for tax purposes, a full 
100 percent deduction is given for all but one of the major items enter- 
ing into the computation of the gain from operations in the company’s 

cial annual statement. This statement is prepared on a form pre- 
sribed by the National Association of Insurance Commissioners. The 
one major item whose deductibility is limited for tax purposes is divi- 
dends to policyholders, This singling out. of one item for special treat- 
ment seems artificial and arbitrary and creates a serious tax burden 
on the millions of people who own participating insurance. It is in- 
equitable to determine by formula a result from operations and then 
ignore it. 

It has been stated that the limitation in this bill on the deductibility 
of dividends is desirable “to prevent mutual companies from depriv- 
ing an undue tax or competitive advantage by deducting policy divi- 
dends.” Even with a 100 percent deduction, instead of the recom- 
mended 50 per cent, mutual companies would not derive any competi- 
tiveadvantage. In order to derive a tax advantage a company would 
have to sell insurance at less than cost. No company can engage in 
such a practice and stay in business for long. 

The third amendment we recommend relates to pension plans. 

The report of the Committee on Ways and Means states that deduc- 
tion of part of the investment income attributable to pension plans is 
necessary in order— 

** * to equate the treatment provided the smaller employers who cannot estab- 
lish separate trusteed pension plans. 

The committee is to be commended for establishing this principle 
and for seeking to eliminate this discrimination against insured pen- 
sion plans. However, the investment income credited to qualified pen- 
sion plans is exempted only in part by this bill. If the desire is to 
equate fully the treatment of insured pension plans with the advan- 
tages now accorded plans administered by banks and other trustees. the 
following steps should be taken : 
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_ (1) Include all qualified pension plans by broadening the defini- 

tions. 

(2) Exempt from taxation all investment income allocated to 
the pension plan lines of business. 

(3) Treat capital gains and losses allocated to pension plans the 
same as investment income allocated to those lines of business. 

(4) Exclude amounts allocable to pension plans from the ca]- 
culation of phase 2. 

The fourth amendment we recommend is that individual annuities, 
including supplementary contracts with life contingencies, be given 
similar treatment to that accorded contracts under qualified pension 

lans. 
: At the present time, a life insurance company is required to pay an 
income tax on its investment earnings on individual annuity business, 
In addition, the annuitant generally is required to pay income taxes as 
he receives the annuity. There is thus a double application of taxes on 
investment income earned for annuitants. 

Such double taxation in our opinion should be eliminated. More- 
over, common fairness would seem to require that a person who buys 
an individual annuity should not be taxed more heavily than one who 
has an annuity under a qualified pension plan. 

If all four of these amendments are adopted, we estimate that reve- 
nue under the amended bill would be $480 million for 1958, which is 
only 2.5 percent less than would be produced by the 1942 law. But it 
would be an increase of 64 percent over the amount actually paid for 
1957, and an increase of 50 percent over the amount that the stopgap 
law would produce for 1958. The details of these revenue estimates 
are given in exhibit 3, attached. 

After 1958, as additional provisions of the bill become effective, and 
due to the growth of the industry’s assets through continued payment 
of premiums, the revenue should be $500 million a year or more. 

Your responsibility for legislating a tax increase of this magnitude 
is great. We, however, have a responsibility to our policyholders for 
bringing this to your attention. 

There are other aspects of this matter which are important but 
which we have subordinated to the apparent realities. With the two 
basic amendments which have been outlined we are prepared to try to 
accommodate ourselves to the levies imposed. We believe, however, 
that further reduction of the tax, even beyond the amendments urged 
by us, would be of benefit to our country as a whole. 

Thank you. 

Senator Kerr. Thank you, Mr. Slater. 

I yield to the Senator from Nebraska. 

Senator Curtis. May I say to you, Mr. Slater, I have to leave to 
attend another meeting, and I appreciate, Mr. Chairman, your yielding 
for this observation. 

I followed your statement very closely, and I think it is excellently 
put forth. 

Mr. Stater. Thank you, sir. 

Senator Curtis. I merely wanted to comment on the fact that the 
list of companies that are part of your committee includes a very fine 
Nebraska company, and I would like to show my interest in that 
company. 
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Senator Kerr. Would the Senator give us its name ? 

Senator Curtis. It is the Bankers Life Insurance Co. of Nebraska. 

Mr. Starter. It is the first one. 

Senator Curtis. It is the first comaker or endorser or whatever you 
wish to call it; Mr. George B. Cook, president, Bankers Life Insurance 
Co. of Nebraska, 14th and N Streets, Lincoln, Nebr. 

Senator Kerr. I thought that was an opportunity for a commercial 
that I would not want to deprive the Senator of. [Laughter. | 

Senator Curtis. You are very gracious, and I thank you. 

Senator Kerr. I know I would have wanted to have done that had it 
been an Oklahoma company. 

(The exhibits previously referred to follow :) 


EXHIBIT 1 


SUPPORTERS OF THE TEMPORARY COMMITTEE ON THE TAXATION OF MUTUAL LIFE 
INSURANCE COMPANIES, 1740 Broapway, New York 19, N.Y. 


George B. Cook, president, Bankers Life Insurance Co. of Nebraska, 14th and N 
Streets, Lincoln 8, Nebr. 

W. Rankin Furey, president, Berkshire Life Insurance Co., 7 North Street, 
Pittsfield, Mass. 

Bverett H. Lane, president, Boston Mutual Life Insurance Co., 156 Stuart Street, 
Boston 6, Mass. 

Charles J. Zimmerman, president, Connecticut Mutual Life Insurance Co., 140 
Garden Street, Hartford 15, Conn. 

Ellsworth A. Roberts, president, the Fidelity Mutual Life Insurance Co., Park- 
way at Fairmount Avenue, Philadelphia 1, Pa. 

Norman O. Houston, president, Golden State Mutual Life Insurance Co., 1999 
West Adams Boulevard, Los Angeles 54, Calif. 

James A. McLain, chairman of board, the Guardian Life Insurance Co. of 
America, 50 Union Square, New York 3, N.Y. 

Wm. P. Worthington, president, Home Life Insurance Co., 256 Broadway, New 
York 8, N.Y. 

Mr. Paul F. Clark, chairman of board, John Hancock Mutual Life Insurance Co., 
200 Berkeley Street, Boston 17, Mass. 

James P. Fordyce, chairman of board, Manhattan Life Insurance Co., 120 West 
57th Street, New York 19, N.Y. 

Walter G. Voecks, president, Lutheran Mutual Life Insurance Co., 201-211 First 
Street, SE., Waverly, Iowa. 

0. R. Tripp, president, Ministers Life & Casualty Union, 3100 West Lake Street, 
Minneapolis 16, Minn. 

Harold J. Cummings, president, Minnesota Mutual Life Insurance Co., 1906 Vic- 
tory Square, St. Paul 1, Minn. 

H. Bruce Palmer, president, the Mutual Benefit Life Insurance Co., 300 Broad- 
way, Newark 4, N.J. 

Louis W. Dawson, president, Mutual of New York, 1740 Broadway, New York 
19, N.Y. 

0. Kelley Anderson, president, New England Mutual Life Insurance Co., 501 
Boylston Street, Boston 17, Mass. 

T. S. Burnett, president, Pacific Mutual Life Insurance Co., 523 West Sixth 
Street, Los Angeles 55, Calif. 

Malcolm Adam, president and trustee, Penn Mutual Life Insurance Co., 530 
Walnut Street, Philadelphia 5, Pa. 

Alexander Mackie, president, Presbyterian Ministers Fund, Rittenhouse Square, 
Philadelphia 3, Pa. 

Thomas A. Bradshaw, president, Provident Mutual Life Insurance Co. of Phila- 
delphia, 4601 Market Street, Philadelphia 1, Pa. 

Richard BE. Pille, president, Security Mutual Life Insurance Co., Box 351, Bing- 
hamton, N.Y. 

Garnett E. Cannon, president, Standard Insurance Co., 812 Southwest Washing- 
ton Street, Portland 7, Oreg. 

H. Ladd Plumley, president, State Mutual Life Assurance Co. of America, 340 
Main Street, Worcester 8, Mass. 


87532—59——_25 
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Examples of effect of limitation on deductibility of dividends> 





ASSUMED DATA 
Taxable investment income 
Dividends to policyholders. _.__- Reva Peer ee bees ee es 
Net gain from operations after full deduction of dividends to policyholders 


a 

Company A | Company B 

(partici- | (nonpartici. 
pating) pating) 


$3, 000, 000 | 


1, 000, 000 
2, 500, 000 


» 8 
8.8 
Ses 





RESULTING NET GAIN FROM OPERATIONS 


eaten a ce i 3, 000, 000 | ‘ 

If H.R. 4245 is amended as proposed_..............-........--.---. ee 2, 750, 000 am 
TAX BASE 

I RT ic ree acisieunipassinainieogpeerteme teats ciaamemiabinnestroe 3, 000, 000 2, 500, 000 

Be BER GED Oe emmemnGes 08 POON... cnerc dc dcccccdcececnccueceuscoscs 2, 750, 000 | 2, 500, 000 





1 These examples have been simplified by omitting such features as the capital gains tax, et cetera, but 
they illustrate the basic principles involved. , 


EXHIBIT 3 
Estimates of revenue for 1958 on various bases 
{In millions] 


Snr I ne eeepc mere sean eatin entrante nie eee 
Reductions in 1958 resulting from proposed amendments: 


Ne enn ee rererarprinel teense $44 
Amendment 2: Dividends to policyholders_..........._________ 34 
ee 2: eee eee. e an 
Amendment 4: Individual annuities *_.............-.._______ 0 
Total reductions_._..___- eAneiieeaiidicaea aie ieteestenn doebdeerbonenaiie cucecammanieceanienel 78 
Revenue under H.R. 4245 after amendments___________...___-__ 48) 


1 Becomes effective gradually over a 3-year period beginning in 1959, when other provi- 
sions which increase the revenue become effective. 


Senator Kerr. Mr. Slater, I am going to ask you a very unusual 
question, and you do not have to answer it if you do not want to. 

As a predicate for it I want to make this statement: So far as lam 
concerned and, speaking for myself only, I hope this committee will 
bring a bill out of here that is equitable not only from the standpoint 
of the Government to a group of taxpayers—and I want to say that 
it is a group that I regard very highly—but also equitable as between 
the great number of taxpayers who will be affected by this bill. 

We do not have any mutual company in Oklahoma that I know of, 
which is domiciled in Oklahoma. 

I think it is an opportunity that the mutual companies have failed 
to take advantage of, and which does not reflect too highly upon the 
very highest possible degree of intelligence that they could use, but 
then nevertheless I speak of reality and not of a hope. 

We do have quite a number of stockholders. 

Many of them tell me, and have told this committee, that they feel 
that this bill, as written, will be discriminatory against the stock 
companies; that either amendment to which you refer, and most of 
them have been presented by others—I believe there are one or two 
that are presented by you for the first time 
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Mr. Starter. I do not think that is so, sir. I think about everything 
except No. 4 has been covered here, sir. ae 

Senator Kerr. Well, No. 4 was the one I had in mind. 

If I am not mistaken that certainly is the first time that I have 
seen it to recognize it. vee Rage 

Mr. Starter. It is similar to item 3, sir, similar to the pension plans. 
It only applies to individuals rather than to qualified pension plans. 

Senator Kerr. It may have been included in the recommendation 
which others have made with reference to pension plans, but if it 
was they did not go into detail in it to the extent that you have gone. 

But, at any rate, representatives of the fine stock companies In 
Oklahoma have told me that the bill, as written, discriminates against 
them; that either of these amendments would increase the discrimi- 
nation. 

Now, you have convinced me, No. 1, that you know what you are 
talking about. 

Mr. Starer. I trust I do, sir. 

Senator Kerr. Well, you have convinced me that you do; that you 
are an expert on the provisions of this bill, 

From the standpoint of a stock company, if it should be your lot 
to be designated to come now and advise this committee from their 
viewpoint, would you be able either to establish the principle that 
the bill, as written or with these amendments, does discriminate 
against our companies or does not? wee 

As I said, you do not have to answer that question if you do not 
want to. 

Mr. Starter. Senator Kerr, as I understand it, in the first part of my 
statement I stated, the first paragraph, on the level of taxes, I said 
that the tax on the mutual companies would be over $50 million 

ter than a straight 52 percent tax on their gain from operations 
fore the usual adjustment allowed to corporations generally. 

Senator Kerr. Yes. I heard that, and I underscored it here on 
my paper. 

ut with knowledge of that, and having some comprehension of its 
significance, I still ask you the question. 

Mr. Stater. Well, sir, I believe that the statement that we have 
presented for mutual companies would indicate that the mutual com- 
panies are being discriminated against, the policyholders of mutual 
companies are being discriminated against, and I could not, as an 
actuary if I worked for a stock company, or at least I do not know 
how I could, come here and make a statement to the effect that stock 
companies are being discriminated against by this bill. 

Senator Kerr. Of course, the statement that you made there is 
based upon a recognition or an assertion that all dividends to policy- 
holders should be taken into account as reductions of taxable income. 

Mr. Stater. We believe, sir, that 

Senator Kerr. I say, this statement is based upon that assertion. 

Mr. Stater. That is correct. That is after deduction of dividends 
to policyholders; that is correct. 

Senator Kerr. So if you were representing a stock company here 


you could not take and establish the premise that the bill, as written, 
is discriminatory against you? 


Mr. Starter. No, sir; I could not do that. 
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I have stated, I believe, that it is discriminatory in the other 
direction. 

Senator Kerr. In reference to your recommended amendment No 
3, you make statements which, if I understand them, indicate or set 
forth your conviction as of now the tax structure, as provided in this 
bill, to begin with, and in current law without this bill, discriminates 
against insurance companies as compared to trust companies in the 
handling of what have been referred to here as pensions plans written 
by life companies. 

Mr. Starer. That is correct, sir; I do believe that. 

Senator Kerr. It is your premise that the law, as now in effeet, 
discriminates against the insurance companies ¢ 

Mr. Suater. Y es, sir; I believe that to be the fact. 

Senator Kerr. I want you to tell me in language, as I told one 
witness here today, that a sixth grader could understand how you 
arrive at that conclusion. 

Mr. Starter. Well, I arrive at that conclusion in this way, sir: In 
a life insurance company the total investment earnings of that com- 
pany today, under the stopgap law that was in effect in 1957, we paid 
a tax of 7.8 percent of our net investment income or 52 percent on 15 
percent of our investment e: wnings, and that was deducted on all lines 
of business, including the pension plan line of business. 

Now, similar plans in trust companies, banks, privately trusteed 
and so on and so forth, do not pay any tax on investment earnings 
that they earn on the funds invested. 

Senator Kerr. I wonder now if, in order to be accurate, you should 
address your remarks to the effect of the 1942 act in view of the fact 
that it is the law today. 

Mr. Starter. Well, the same thing would apply, sir, to the 1942 law. 

The investment earnings of a life insurance company are taxed at 
a higher rate than the 1955 stopgap law. 

Senator Kerr. Well now, you see that is a general statement, and I 
assume that you are presuming that I can apply it to the question 
I have asked you. 

What I would like for you to do is to address yourself strictly to the 
question I asked you. 

You know, I asked another witness to do that, and I am not right 
sure but that he eventually did, but by that time I was mentally 
fatigued to where I could not fully recognize it, and I just assumed 
he did. 

Mr. Starter. All right, I will try to limit my remarks as they refer 
to pension plans. 

Under the 1942 law we pay a tax on the net investment income of 
the investment earnings allocated to that line of business. 

What I would like for you to do is to address yourself strictly to the 
earnings. 

Mr. Siater. Those are the earnings of the funds. 

Senator Kerr. Well now, was that your company earnings? 

Mr. Starer. That is right. 

Senator Kerr. That is what I want to know. 

Mr. Suiater. That is correct, sir. 

Senator Kerr. Is there a difference in the amount of the earnings 
which this trust fund accumulates in your hand from what it would 
be in the hands of a trust company ? 
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Mr. Starter. Well, the earnings are the investment earnings on the 
funds that are deposited with the company. 

Senator Kerr. With the insurance company # 

Mr. Sutater. Yes. We pay a tax onthem. A trust company does 
not. 

Senator Kerr. Those are not your funds, are they ? 

Mr. Sater. No, sir; they are—well, I do not want to get into legal 
complications here. 

Senator Kerr. You are a trustee of them. 

Mr. Starer. We do not trustee them in the sense that a bank trustees 
them, but we do have obligations under those funds to pay them out. 

They are not funds that are the property of the corporation. The 
varnings are credited to the 

Senator Kerr. They are not given to you for your benefit, are they ¢ 

Mr. Stater. No, sir; they are not. They are for the benefit of the 
employees of the employer. 

Senator Kerr. Then does not that more or less create a situation of 
a trustee ? 

Mr. Starter. I do not think it does in the strict sense, but I think 
among us sixth graders it probably does. [Laughter. ] 

Senator Kerr. In general. I want to tell you that is what you are 
dealing with. 

Mr. Starter. Well, I am, too, sir. 

Senator Kerr. You and I will get along. What I am trying to 
figure out is this: How can you get any business in the matter of a 
pension fund if you are going to keep out of the profit on it which 
would be subject to taxation or not? It does not make any difference 
to the fellow who puts his money there, does it—— 

Mr. Suater. That is correct. 

Senator Kerr (continuing). As to whether you get part of the 
profit or you and the Government get it; it does not make any differ- 
ence to him. 

Mr. Siater. Your question is how can we get any new business, 
sir. I think that the answer is we are not getting very much. 

Senator Kerr. I am asking you how you can get any business. If 
you and the Government get part of the profit of the operation in 
your hands, but where nobody but the fellow that is being handled 
gets the profit, if it is in the hands of the trust company, how can 
you get any business? 

Mr. Siatrer. Well, the only place we can get any business, sir, is 
with the very small employer who cannot afford to have a spread 
of risk that a large corporation can have, and he must come to a life 
insurance company and, therefore, the provisions in the bill dis- 
criminate against the small employer. 

I think Senator Anderson pointed that out here before; this dis- 
criminates primarily against the small employer. 

Senator Kerr. You mean the 1942 act with reference to this and 
a portion of the 

Mr. Suater. I think this bill does also, sir. I think H.R. 4245 
discriminates against the small employer because, if I remember Mr. 
Slitor’s figures correctly, 75 percent of the investment income and 
not the full 100 percent of the investment income—— 

Senator Kerr. I want to say this: That if the present law is wrong, 
and there is indication that the Ways and Means Committee and the 
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House thought it was, because they make provision to remove it in 
steps, and if it is wrong to where it should be removed at all, I think 
it ought to be removed immediately. 

Mr. Suarer. I agree with that. 

Senator Kerr. But what I am trying to find out is whether or 
not it is wrong, you see. That is what I am asking you now—to 
tell me how it discriminates. 

Mr. Suater. Well, the way it discriminates is this, sir: We earn, 
say, something on the order of 34 percent on our investments. 

We then pay a Federal income tax on that of, say, something on 
the order of 30 points, so that 

Senator Kerr. Let us go back now to that 314 percent that you 
earn on this money of these people that have this pension program. 

Mr. Suater. That is correct. 

Senator Kerr. To what extent do they get that 3144 percent? 

Mr. Sater. In a mutual life insurance company we credit all of 
that to their accounts, except what we have to pay in Federal taxes, 
and that will be something on the order of 30 points off that, so that if 
it were 3.5, it would be reduced to something on the order of 3.2 that 
we would be allowed to credit. 

: Senator Kerr. Is that more than this bill provides an exemption 
or? 

Mr. Stater. This bill would allow us three-quarters of the 30 points 
which would be roughly 20-some-odd points. 

In other words, instead of crediting 3.5 as the trust company could, 
we would be allowed to credit 3.4; so that the discrimination, we be- 
lieve, still exists in there to this part. 

Senator Kerr. You say pay the rest of it to the Government? 

Mr. Starter. We pay roughly 0.30 percent—30 points—of our net 
investment income to the Government in Federal taxes. 

Senator Kerr. Do you allocate any of that profit to your surplus 
account ? 

Mr. Starter. In a mutual company, sir, we do not have profits in 
the sense that you are referring to, and all of our funds are allocated 
to our policyholders. 

Senator Kerr. Well, you do have a surplus; do you not? 

Mr. Starter. We do have a surplus account, but when policyholders 
terminate, that part of the surplus that is determined to be theirs goes 
with them. 

Senator Kerr. Would that be true in a stock company ? 

Mr. Suater. Well, no, sir. When a policyholder terminates in a 
stock company he does not get settlement dividends as we pay in a 
mutual life insurance company. 

Senator Kerr. The witness that was here awhile ago said in his 
judgment he was convinced that there was not a discrimination in 
this matter in the present law, and that the attempt to relieve you of 
some taxes in this program of a certain amount of it each year, rather 
than removing a discrimination, created one. 

Mr. Starter. Well, if I understood him correctly, and I listened to 
him, and I would have to interpret what I thought he said, and if I 
understood him correctly, Senator, he implied that if the taxes on 
pension plans were reduced we could then take that money, that sav- 
ings on the pension plans, and use it in other lines of business. 
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This, of course, cannot be done. 

Senator Kerr. Why? 

Mr. Suater. Well, for three reasons. 

Senator Kerr. You understand I am not arguing with you any 
more than I was with the other witness. I am trying to get the facts 
in this record. 

Mr. Starter. For three reasons: One is that the employers we do 
business with know that the taxes have been eliminated on pension 
plans, and I think you can rest assured that they will make sure they 

et it. 
. Secondly, management would do it as we maintain equity. 

Thirdly, regulation 33 of the New York Insurance Department 
would require that any savings in taxes on pension plans would be 
allocated to that line of business and not other lines of business. 

I agree with Senator Anderson that the laws of New York State 
are very commendable. 

Senator Kerr. If we adopted the second amendment recommended 
by you, if we took care of this fourth part of your amendment No. 
3, would that do what you are talking about? Would that accom- 
plish the result that you seek? 

Mr. Sxiater. I think that you would have to eliminate all investment 
income. 

Senator Kerr, if you just eliminate all the investment income and 
do not eliminate it from phase 2, you cause the tax to fall in phase 
2 that did not occur in phase 1. 

Senator Kerr. Is it not eliminated in phase 2 by policyholder divi- 
dends ¢ 

Mr. Sater. No, sir; because companies do need to maintain, es- 
pecially for small employers, contingency reserves to offset the im- 
proving mortality that occurs with annuities. 

Senator Kerr. I wonder if you would submit the amendment that 
you think would effect the elimination of this discrimination. 

Mr. Starter. Senator Kerr, we will be glad to, but Mr. Warters, 
who has been a previous witness, has submitted amendments that 
would take care of this provision 4. 

Senator Kerr. And your recommendation to be carried out would 
be by the acceptance of those amendments ? 

(The proposed amendment referred to appears in Mr. Warters’ 
statement at p. 205.) 

Mr. Starter. That is correct, sir. 

Senator Kerr. Any questions, Senator Long? 

Senator Lona. Yes. 

You have the recommendation here that you ought to be allowed 
a deduction from dividends to policyholders. 

Do I understand that you are urging that that should be deducted 
from the taxable investment income? 

Mr. Starer. That is from phase 1; that is correct. 

As I understand the tax law, Senator Long, it is a total income 
approach, a total receipts tax. 

It is split in two categories, I believe, approximately: one, it tries 
to determine the so-called net investment income tax, and the second 
place, the so-called gains from operations, and if we are not allowed 
to carry back, and we are only asking for half a carryback, it means 
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that a tax calculated under phase 1 that is excessive, and for mutua} 
companies is a tax on the policyholders. If that tax is excessive 
we are not allowed to carry it back to reduce the tax on the policy. 
holder. 

Senator Lone. You state in your analysis here that they are actually 
refunds of excess premiums. 

Mr. Sater. That is the dividends; yes, sir. 

Senator Lone. Now, it seems to me that with regard to your diyi- 
dends, as one who does not understand your business very well, that 
if you receive, let us say, $1 million which you are going to hold for 
a year to see how the business goes, and to keep it, if you have to, and 
to return it if you did not need it, that you should not be entitled 
to deduct it unless you include it in your income to begin with. 

If you put it in there, I can see that you ought to be entitled 
to take it back out as a deduction, but if you did not include that $1 
million as income, I cannot see that you are entitled to deduct the 
full million. 

Mr. Starter. Well, the dividends, sir, are included with the pre- 
miums initially, and deducted as a dividend to policyholders, so 
they have been included with the premiums. 

Senator Lona. The full million? 

Mr. Sater. All dividends to policyholders have been included in 
the accounts above in premium income. 

Senator Lone. Well now, is that full million dollars reflected as a 
part of the total investment income or only part of it against which 
you would like to make the deduction ? 

Mr. Suater. Sir, you are referring to $4 million. I do not seem to 
have that figure. 

Senator Lone. $1 million. Is that $1 million—in your illustration 
in exhibit 2, I believe you undertook 
Mr. Stater. Exhibit 2; yes, sir. 

Senator Lone. Yes, exhibit 2. You undertook to illustrate how 
that would work out in company A and company B, being two 

arallel companies. 

What I had in mind is if you refer to $1 million there of dividends 
to policyholders, well now, is that full $1 million, 100 percent of it 
indicated in that $3 million of total investment income? 

Mr. Suater. Well, the investment income on that is in the taxable 
investment income, that is correct, sir. 

The investment income earned on the $1 million is in the $3 million 
above. 

Senator Lona. Yes. 

But now the point I have in mind is if you earn, let us say, $40,000 
of income on that $1 million you would not claim the right to deduct 
the $1 million because you earned $40,000 on it, would you? 

Mr. Starter. No, sir. But in the item below in determining the 
$214 million figure, the dividends, the $1 million figure is included in 
premiums and deducted as a dividend. 

The question of deductibility of dividends does not take place in 
phase 1 but is in the second phase, which is a so-called total receipts 
approach. 

Senator Lone. Offhand it would just seem to me that the logical 
way to handle that as a return of premium is to more or less try to 
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gecount for that on the side, just not charge you for it in the first 
instance. If you were not charged for it, you would not have any 
deduction; if you put it in, you would be entitled to take it out again. 

Mr. Suiater. We are, in effect, charged for it in one side, but not 
allowed to take credit for it when a negative item shows up. 

Senator Lone. Well, the only thought that occurs to me is that it 
should not work out as a double deduction. 

Mr. Starter. It is not a double deduction, sir. 

Senator Lone (presiding). Senator Carlson ? 

Senator Cartson. No questions. 

Senator Lona. Senator Gore? 

Senator Gore. No questions. 

Senator Cartson. Mr. Chairman, if we are about to conclude our 
hearings I would like to say that we are very fortunate in having 
able men like Mr. Slater to come before the committee and help us 
on this very complicated problem. 

Senator Lone. Let us wait just 1 minute until Senator Kerr returns. 

Mr. Stater. There are two statements we would appreciate, if it is 
agreeable with you, to add in the record: One a statement on the sub- 
ject of competition, and another a statement on dividends as a reduc- 
tion of premiums. 

Senator Lone. Yes. They will be included in the record. 

(The statements referred to follow :) 


/ 

STATEMENT ON DIVIDENDS AS A REDUCTION OF PREMIUMS By ROBERT E. SLATER, 
Vice PRESIDENT, JOHN HANCOCK MUTUAL LIFE INSURANCE Co., BosToN, MASs., 
on BEHALF OF TEMPORARY COMMITTEE ON THE TAXATION OF MUTUAL LIFE 
INSURANCE COMPANIES 


A mutual company’s primary concern, with respect to premiums, is to receive 
from its policyholders net payments sufficient to cover the cost of insurance. 
Initially it Sets its premium rates higher than these minimum amounts, con- 
templating that it will return the unnecessary amounts as dividends. It has 
the problem, however, of determining an appropriate amount of extra initial 
charge for each type of policy and age at issue. The logical approach to this 
problem is to compute an initial premium using conservative assumptions as 
to mortality, interest, and expenses, thus allowing for an adverse future trend 
in any or all of these elements which determine the cost of insurance. 

The mutual company then later faces the second problem of determining an 
equitable refund to each policyholder in the normal instance in which the 
adverse experience provided for in the premium does not, in fact, develop. The 
computation of the dividend must involve measurements of experience on mor- 
tality, interest, and expense against the premium assumptions since these same 
differences determined the amount of conservatism originally built into the 
premium. The end result, however, is obviously a simple return to the policy- 
holder of the overcharge made to him. 

With respect to policies that become paid up, a special situation arises. The 
original premium contains conservative provision for mortality, interest, and 
expense experience not only during the premium paying period but also during 
the later paid-up period. At the end of the premium paying period a mutual 
company retains a fund sufficient not only to cover minimum anticipated costs 
but also to cover some adverse development of experience. Consequently, here 
also, if the adverse experience does not develop, further refunds to the policy- 
holders can be made. 


STATEMENT ON COMPETITION BY RoperT B. SLATER, VICE PRESIDENT, JOHN HAN- 
cocK MuruaL Lire INSURANCE Co., Boston, MASS., ON BEHALF OF TEMPORARY 
COMMITTEE ON THE TAXATION OF MUTUAL LIFE INSURANCE COMPANIES 


The attached table illustrates premium rates currently being charged and net 
payments after dividends anticipated for five mutual companies and five stock 
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companies. The five mutual companies chosen are representative companies, 
all of whom support the work of our committee. The five stock companies are 
representative of the nonparticipating part of the industry generally. 

Three conclusions may be drawn from these data : 

One. The gross premiums charged by mutual companies are indeed redundant 
and the dividends which return the unnecessary portion of those premiums do, 
in fact, reduce the net payments required from the policyholders to the same 
order of magnitude as nonparticipating premiums. 

Two. Any competitive advantage of mutual companies over stock companies 
is not of great significance. The variations between companies and by plan of 
insurance are larger than the average differential between stock companies and 
the mutual companies. In an individual sales situation it would appear that 
particular plans of insurance, the exact nature of policy benefits, and other similar 
factors, including the ability of the salesman, would have more effect than any 
theoretical advantage of a mutual company over a stock company. 

Three. Nevertheless, it is generally true that the net payments required of 
mutual policyholders are somewhat lower than the nonparticipating premiums 
of stock companies over the 20-year period illustrated (these same differences 
would probably not exist over a shorter period, and the opposite would be true, 
certainly, for the first year of insurance. 

With regard to the general question of competitive advantage between mutual 
companies and stock companies it is obvious that a mutual company needing to 
cover only the cost of insurance should require smaller net payments from its 
policyholders than would a stock company operated with equal efficiency and 
under similar circumstances. This follows from the fact that the stock com- 
pany must cover not only the cost of insurance but also some increment of profit 
for its stockholders. While we believe that any competitive advantage resulting 
from this fundamental distinction in the nature of these two types of companies 
is a small one, we also feel it would be grossly inequitable to impose upon the 
mutual companies an extra tax burden with the simple objective of raising the 
cost of insurance in those mutual companies to what that cost would be if they 
too needed to earn some profit for stockholders. 


Current net premiums for typical mutual and stock companies 
[Stated per $1,000 of insurance for a $5,000 policy issued at age 35] 
5 TYPICAL MUTUAL COMPANIES 





Whole life 20-pay life 








policy policy 
Gross premiums: 
Erte oo oe Os So stehacusash wpairuiis Awianinaeaniinnmne $26. 68 $38. 13 
ee Dk ied en nen cb beiabhntade Mm cabicdpemebhaaeeces 24. 54 39. 10 
TN 6 os hard) ok ba inokiins cbbiabgucbiedbbotitbenie 23. 58 38. 8 
a nei ie an ahaa ete emtanlidenialeseeioanatenbivnie seston 26. 40 40.14 
a eaaalciesaeemnipnn aeeaaenin miaipiaanes asiprinerageee bas viet 24. 39 38. 66 
Is ids tee uhicit tented Gti seipbieihnshbatik hpobudhodibbeee 25. 12 39.00 
Gross premiums less dividends (average over 20-year period): an 
SY Micon ee EI sib dle LU ic cabocdsabdthbactenbe 20. 06 30. 50 
I es cetera ninaiets Lenn mea eddbeih tien ena Sh idaabebin winks 30. 72 
et aa a aaa a icanebg enihiea nee Seen ee eines 18. 41 29. 31 
I ee Og oot on cin ontemenseen nabeabep ete 20. 28 31. 59 
Se Si a ee nd od ih a utindaaedbamacciueadsbienatedy 18. 06 28. 92 
NE otal Skah c hah he eek hae canna ie cen tenanmesbemiaiaiie 19, 30, 21 
5 TYPICAL STOCK COMPANIES 
Non icipating premiums: 
eee tei oi ete ok ial Aided Saninibaenocweamenscieinns $20. 70 $32. 32 
Company IT... haat 21. 25 32. 18 
Company III. 20. 22 31.93 
Company IV... 21. 08 32. 80 
| EEL TOTSE Sf GRE RE EEA. GOST St BE RTH 21. 27 31.95 
a NRE eT ERED Sem a ER, GE Ee ec a 20. 90 32. 24 
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Senator Lone. Our next witness will be Mr. William B. Elson, Jr., 
Swift & Co. Employees Benefit Association. 

Mr. Elson, if you are prepared, we will proceed. 

Mr. Exson. Yes, sir. 

Senator Lone. Will you proceed, Mr. Elson? 


STATEMENT OF WILLIAM B. ELSON, JR., COUNSEL, SWIFT & CO. 
EMPLOYEES BENEFIT ASSOCIATION; ACCOMPANIED BY C. H. 
LANG, MANAGER; MICHAEL VERDEROSA, MEMBER, ADVISORY 
COMMITTEE; JOSEPH ARAMOWICZ, MEMBER ADVISORY COM- 
MITTEE; AND JOSEPH B. MEEGAN, SECRETARY, THE BACK OF 
THE YARDS SOCIAL ACTION CLUB OF CHICAGO 


Mr. Exson. My name is William B. Elson. As an employee of 
Swift & Co., I am a member of and legal counsel for Swift & Co. Em- 
ployees Benefit Association. With me today are Mr. C. H. Lang, man- 

r of the association; Mr. Michael Verderosa, a member of the 
advisory committee from South St. Paul, Minn.; and Mr. Joseph 
Aramowicz, a member of the advisory committee from Evansville, 
Ind., whom we hope will join us momentarily. 

The advisory committee, consisting entirely of employees, is the 
governing body of the Association. 

We are also very proud to have with us Mr. Joseph B. Meegan, 
secretary of the Back of the Yards Socidl Action Club of Chicago. 

This is Mr. Meegan in whose area are located the homes of a sub- 
stantial number of our members. 

Swift & Co. Employees Benefit Association was organized by a 
group of employees as a common law trust in 1907. The association 
provides death benefit coverage for 57,000 employees (including for- 
mer employees), with maximum coverage of $4,000 and average cover- 
age of less than $2,000. It provides accident and sickness benefits for 
a maximum of 2 years to approximately 50,000 employees. In 1958, 
approximately 700 death claims were paid, and sickness and accident 
benefits averaging about $200 were paid to almost 8,000 members. 
For about 80 percent of both office and plant employees located in 
every State of the United States, their total life insurance protection 
is ee by membership in the association and group insurance 
under the company plan. The benefits provided by the association 
have been supplemented by employer-financed hospitalization and 
medical care insurance and by group life insurance, the cost of which 
isshared by employer and employee. 

A person becomes eligible for membership in the association upon 
becoming an employee of Swift & Co. The cost of noncancellable 
term life protection, which is fully paid on retirement after 25 years’ 
membership, was fixed in 1907 at $13 per thousand for one who be- 
comes a member before age 45, and has never been increased. Such 
coverage is not generally available with commercial life insurance 
companies at any price. Many of the plant workers engage in haz- 
ardous employment, for which an occupational rating is imposed by 
commercial companies. Payment of contributions is waived for a 
maximum of 2 years for a member absent from work because of sick- 
ness or accident. For modest cost, employees may elect, also, sickness 
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and accident benefits which provide a weekly benefit up to a maximum 
of 2 years. : 

Since 1921 the association has been taxed as a life insurance com- 
pany. The association had been in existence for more than 20 years 
at the time of enactment in 1928 of the exemption for employee bene- 
fit associations providing for the payment of life, sickness, accident, 
or other benefits to the members of such associations, or their depend- 
ents, as is now embodied in section 501(c) (9) of the 1954 code. As 
originally enacted, and amended in 1942 retroactively to 1928, the 
exemption was limited to organizations receiving less than 15 percent 
of income from sources other than contributions of employer and 
employees. 

As a result, however, of sound management, and the youthful ay- 
erage age of its early membership, the association accumulated an 
excess of membership dues over benefits paid. The investment income 
from this fund was taken into account in fixing the amount of the 
death benefit contribution which is a matter of contract and cannot 
be increased. Nevertheless, the amount of our investment income has 
not been less than 15 percent of our annual income. Thus, although 
similar associations of employees of private employers have been 
exempt from tax, our association has never qualified for the tax ex- 
emption, and has been taxable as a life insurance company. 

During the last 15 years our tax liability as a life insurance com- 
pany has ranged from 0 to $26,000, and this burden was considered 
not to be so onerous as to warrant petition to the Congress for relief. 
Under H.R. 4245, however, our tax liability for 1958 is estimated to 
be at least $478,000. The impact of such a burden would make it 
impossible for the association to meet the $105 million in death bene- 
fits for which it is presently obligated, and to continue to pay current 
accident and sickness benefits. Termination of the association is as 
certain as night follows the day, if the provisions of H.R. 4245 are 
not amended. 

Except for the impending passage of H.R. 4245, the association is 
in sound financial condition. The reserves of the association have 
been established upon independent actuarial analysis, and the man- 
ager, Mr. Lang, is responsible for the administration and overall 
sufficiency of the program. 

The justification for tax exemption of employees benefit associa- 
tions like ours is readily apparent, since such employees’ beneficiary 
associations provide a minimum of life insurance for employees at a 
cost below that at which comparable coverage could be obtained com- 
mercially, and sickness and accident protection on a nonprofit basis. 
In our case, the coverage, with its paid-up protection and premium 
waiver features, which I previously mentioned, simply is not available 
with any domestic commercial insurance company. 

Over the years, such associations have been of special value among 
employees of relatively slight skill, large families and lower edu- 
cational attainment, who were not generally serviced by the com- 
mercial insurance companies. The formation of this association by 
a group of employees in 1907 was their practical solution to “passing 
the hat” when a fellow employee died or was seriously ill or injured. 

Under existing law, and indeed from the date of the original ex- 
emption in 1928, a voluntary employees’ beneficiary association fails 
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for exemption if more than 15 percent of its income is derived from 
investments or from any other sources, except contributions of em- 
ployer and employee. It is not apparent why the limitation upon 
income from investments should be a disqualifying factor, since the 
ability of an organization to carry out its obligations to its mem- 
bers—especially for the payment of death benefits—is vitally af- 
fected by the amount of income it receives in addition to current con- 
tributions. 

This was apparently recognized by Congress in 1939, when exemp- 
tion was extended to voluntary employees’ beneficiary associations 
composed of individuals who are officers and employees of the U.S. 
Government, without limitation as to source of income. 

Our membership is limited to employees of Swift & Co. (and about 
75 percent of all employees are presently covered). It is not possible 
under our deed of trust to expand the scope of activities into a com- 
mercial insurance company by soliciting the general public. Nor is 
it possible, because the death benefit coverage is noncancellable, either 
to increase the contributions or to reduce the benefits. 

Amendment of the proposed changes in subchapter L of chapter 1 
of the 1954 Code, to deal specifically with this problem, would be 
neither practicable nor desirable. We are patently a nonprofit asso- 
ciation, operated solely for the benefit of the employees without other 
than incidental, intangible benefit to the employer. The policies, 
rules and regulations of the association are established by an advisory 
committee of 50 members. : 

Mr. Verderosa and Mr. Aramowicz are committee members, duly 
elected by the association members at their plants in South St. Paul, 
and Evansville, respectively. 

All property of the association is held in trust under the laws of 
the State of Illinois and is managed by uncompensated trustees for 
the exclusive benefit of members. The association clearly falls within 
the general category of organizations exempt under section 501(c) 
of the 1954 Code. Consequently, it is urged that the same act which 
now threatens the existence of the association be the medium for grant- 
ing the complete exemption which its organization and operation over 
the years and its prospect of continued service to 57,000 employees in 
the future surely merit. 

There has been referred to the committee an amendment to H.R. 
4245 intended to be proposed by Senator Carlson—for himself and 
Senator Hartke—which would provide the necessary exemption, but 
would insure taxability of profits of any trade or business activity 
unrelated to the exempt purposes in the same manner that unrelated 
trade or business income of other exempt organizations is already 
subject to tax. 

The family protection of 57,000 people is jeopardized, if H.R. 4245 
should pass in its present form. If our Employe Benefit Association 
should be terminated, many of its members will be unable to replace, 
at any cost, the life insurance protection thereby lost. Since H.R. 
4245 creates the threat to the existence of the association, we urge the 
amendment proposed by Senator Carlson and Senator Hartke. This 
amendment would obviate the havoc which its enactment would other- 
wise cause for our members and their families. 

This simple amendment would give me and my 57,000 fellow mem- 
bers the same protection now accorded to Federal employees under 
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section 501(c) (10), subject however to the limitations with respect to 
unrelated trade or business. 

Senator Kerr (presiding). Thank you very much, Mr. Elson, 

Are there questions ¢ 

Senator Cartson. Mr. Chairman, I have a question. 

Mr. Elson, you and the other members, employees of the Swift & 
Co., appear here today greatly concerned about the future welfare— 
as a matter of fact, I notice you used the word “termination” of this 
voluntary insurance program should H.R. 4245 be enacted; is that 
right ? 

Mr. Exrson. That is correct, sir. 

Senator Cartson. What part of a member’s total life insurance pro- 
tection is represented by the death benefit coverage of your 
association ? 

Mr. Exson. Well, our studies indicate, and we checked, for ex- 
ample, with Messrs. Verderosa and Aramowicz with respect to their 
membership in local plants, and we have checked with other local 

lants, and it appears that in about 85 percent of the cases the mem- 

er’s total life insurance consists of membersip in this association, 
plus such life insurance as he may be participating in under the group 
life plan. 

Senator Carnson. What is the average age of your employees? 

Mr. Etson. 47.7 is the average age of the members of the associa- 
tion. 

Senator Cartson. Have you given any thought to how the older 
members would replace their death benefits, the coverage of them, if 
the association were terminated ? 

Mr. Exson. We are particularly concerned about that group which 
is in the older age bracket, if for no other reason, a very strong likeli- 
hood that they would not be in position to pass a medica] examination. 

Assuming they were able to pass the necessary physical examina- 
tion, they would be in a position where term insurance available 
through commercial companies would be for a period extending not 
beyond age 65, sometimes only age 62 or 60, whereas what he is losing 
is something that continues for life, and to the extent that it has 
been in effect for 25 years. When he retires it continues for life with- 
out cost. 

There is just no basis of comparing what he has and what he can 
get, assuming he can meet the medical requirements. 

Senator Carison. Senator Hartke of Indiana was called to the 
floor a few moments ago, and he asked me to ask you two questions 
that he wanted to get the answers to in the record. 

No. 1: How does the association invest the reserve funds to meet 
future death benefits? Who makes the decision; in what types of 
securities do you invest ? 

Mr. Exson. The investment of the funds is the responsibility of 
five uncompensated trustees. 

The investments are in Government bonds, industrial corporate 
bonds, utilities, railroads, and in securities, equity securities. 

I do not know that I covered all the parts of that compound ques- 
tion. 

Senator Cartson. I think it is well answered. 

The second question is: Has there ever been any dividend or refund 
to members of your association ? 
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Mr. Exson. No, sir. There is no provision and, as a matter of fact, 
it will be contrary to the provisions of the deed of trust to make divi- 
dend payments to members. 

Senator Carxson. Senator Curtis of Nebraska had to go to the 
floor, and he wanted me to express his personal interest in this. It 
is of concern to all of us who are familiar with the operations of this 

at company. 

Mr. Chairman, I ask unanimous consent, if Mr. Elson did not al- 
ready do so, that the membership and the States of the Union that 
are listed as part of his statement be made a part of the record. 

Senator Kerr. Very well. 

(The exhibit referred to is as follows :) 


ExuHIsIT A 


Swirt & Co. EMPLOYEES BENEFIT ASSOCIATION MEMBERSHIP ACCORDING TO 
States EMPLOYEES 





IE Tenses sneldeesnemeenny 270 | New York__---._-____________ 1, 002 
cas cndeathiapniatibatentna huis 52 | North Carolina_______.________ 347 
ee bamaetheaetien Ta; Nort Dakota. bol Sa 16 
Mliforiia hi. oli 1j480 | Oloj 21 suo ey th eo 1,158 
COBO cient nistdeiimbiebainn 702, | Oklahoma... ns5- iste 139 
Connecticut____-_----.---_---- 103 | Oregon___-__-.--_--..-L es 509 
Ng sceises 60 | Pennsylvania________________u 647 
District of Columbia_____---~- ae Ty cee berate et te 57 
mresma stu Jai O20) uh) 569 | South Carolina_._.___.__-_-__ 205 
ID 8 ener eermen 1, 361 | South Dakota________.-_-_u ie 190 
hen ene shennan 79 | TennesSee________-_ 1, 036 
ON I a, nah ice nie trnaian T, Ole ERG. oe ncenersnase tee 2, 823 
NN eo os arco bee EE RI Rin ec cea Eh eee ee epesinany 367 
IS a ik dalecenn abienistenbi 1 (GOs) Verinone.. nc incensed 25 
rem GOS eg eee claidicn tits 1,604 Virginiaz 3-5 se 208 
Kentucky--_--------_..----.-- 62 | Washington_.________._-_- 84 
Louisiana_._________________. 401 | West Virginia__.._.-____..___ 44 
MN ak de oases ca asian teeslar nse crecta rt Sp WW CRIES nn cee 1, 148 
MIN 5 a csineniteieencoenientastivnim coniile 606) Wydtaing..i ikl 11 
Massachusetts_........._--___ 1,639 | Outside continental United 
NO oi cctacesesagetbsnrne ata ideal 199 I ah nine eeneientcnmmictictntgvasemmnia 8, 097 
Minnesota______-_---.-_----- 3, 708 _—_—— 
TN cia sk eter ih Desi cossenrenee 259 AIR es cs pcr tarecicorcateossccivenignancapen 43, 411 
NN aint ie coeoierep riers wreinsinin ss 8, 495 | Pension and retired em- 

BRONCO iii) oes ee ee 14 PloyeeOu.n. noses 7, 295 
Nebraska___-__--_-__.-______ 1, 834 | Former employees_____ 5, 984 

NINE Sort ret OS ee 7 13, 279 
New Hampshire___-___________ 25 ——- 
NN aise icceliniaieeenion 1, 333 Total membership_______ 56, 690 
New Mexico__------__-______- 24 


Senator Cartson. That is all. 

Senator Kerr. Senator Anderson? 

Senator Anperson. Mr. Chairman, I have gone over this a little 
bit, and I think this is a case we ought to try to do something with. 

Is there any peculiarity in the deed of trust that will someday ter- 
minate this company, or will it go on for a thousand years? 

Mr. Exson. Actually, the specific provision in the deed of trust, in 
order to comply with the rule against perpetuities in effect in Illinois, 
was that the trust will expire 21 years after the death of the last 
of the original organizing group. Although it was organized 52 
years ago, we still have living members of that group. So that we 
are a minimum of 21 years plus away from termination of the trust. 

However, you get into some legal ramifications. 
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The termination of the trust cannot, under the Illinois law, termj- 
nate the obligation under the then outstanding noncancellable death 
benefit certificates. 

Senator Anperson. To existing members ? 

Mr. Etson. That is correct. 

Senator Anperson. But would it be possible for a stranger to come 
in now, a wholly new person that becomes an employee, and get the 
insurance after the termination of the trust 

Mr. Etson.I do not believe the way the instrument now reads he 
could. 

Looking ahead 20 years, and we have tried to look ahead, we ho 
our existence is not about to be terminated by virtue of the tax bi 1; 
we have done some study, and we have visualized what our position 
is, having to go to the courts in Illinois and asking them to construe 
something that will provide for their continued existence, if that is 
deemed desirable at that time. 

Senator Anperson. Mr. Chairman, I thought that possibly when 
we got down to the bill we might write one of those carefully drawn 
amendments that provides that a trust organized prior to 1910, and 
expiring 50 years from the present date, might be protected in a cer- 
tain manner. I merely want to suggest if you have any language that 
would do that I would think it might be all right. 

This is a rather unique organization. I do not think it is a bad 
organization. I do not think it jeopardizes the institution of life 
insurance. 

However, granting some wide-open exemption might bring on a 
flood of new programs that would not be as soundly managed as this 
would be. 

It would seem to me if you would suggest some language that might 
be protective in a way so that we do not open the gates, but we deal 
specifically with this very special problem, then my conscience would 
not be hurt by dealing with it specifically. 

Mr. Erson. We'll be very happy to try to submit alternate proposals 
in the way of an amendment that would offer protection to the rey- 
enue and to the insurance industry and to everybody else that. prop- 
erly has it coming to them. 

(Mr. Elston subsequently submitted the following for the record :) 

HopPKINS, SUTTER, OWEN, MULROY & WENTz, 


Chicago, Ill., March 12, 1959. 
Re Swift & Company employes benefit association. 


The Honorable CLINTON P. ANDERSON, 
Senate Office Building, Washington, D.C. 


My Dear SENATOR: When Mr. William B. Elson, Jr., appeared before the 
Finance Committee on March 5 in support of an amendment to H.R. 4245, in- 
tended to be proposed by Senator Carlson, for himself and for Senator Hartke, 
you asked that consideration be given to further restricting the scope of the 
amendment so that it would apply only to the specific problem confronting Swift 
& Co. Employes Benefit Association. You asked that Mr. Elson submit to you 
any suggestion for so restricting the scope of the proposed amendment. 

It is believed that the degree of restriction suggested by you can be met by 
adding to section 501(c) (9) of the Internal Revenue Code the foliowing: 
“provided, however, that subsection (B) hereof shall not be applicable in the 
ease of a voluntary employees beneficiary association providing for the payment 
of life, sick, or accident benefits to its members or their dependents if such volun- 
tary employees beneficiary association was in existence on March 1, 1913.” 
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Under the language proposed above, the 85 percent limitation contained in 
section 501(c) (9) would continue to be applicable to voluntary employees bene- 
ficiary associations generally. The income restriction would be removed only for 
an association paying life, sick or accident benefits (note that it could not pay 
“other benefits”) to its members or their dependents but only if the association 
was in existence on March 1, 1913. 

We appreciate your consideration of this matter and will welcome the op- 
portunity to discuss this further with you or with any of the members of your 
staff. 

Very truly yours, 
WILLIAM A, CROMARTIE, 
Attorney for Swift é Co., Employes Bene/jit Association. 

Senator Anperson. You know very well sometimes as soon as you 
get out a new way of shopping for groceries, that the next week there 
is a whole flood of new ventures that come around and tell you how 
you can do this and how you can do that. 

* Tam not trying to open the door so that we will build a new insti- 
tution of insurance. 

Mr. Exson. I realize that, and it is because of our antiquity and 
the way we have done business for 52 years that we certainly are not 
proposing anything new in the way of, shall we say, tax avoidance. 

Senator Anperson. I am not trying to say that the amendment to 
be offered by Senators Carlson and Hartke is not good, because I have 
not seen it. All I want to say is that I want to see you get some help, 
but I would not want to see you destroy life insurance in the United 
States by an outbreak of a rash of new mutual groups in the in- 
dustries. 

Mr. Exson. We fully concur in that position. 

Senator Kerr. Senator Douglas? 

Senator Dovetas. Mr. Elson, how does your association differ from 
many ordinary mutual life associations which sell term life in- 
surance ¢ 

Mr. Exvson. Well, there are a number of differences. 

For example, as I have indicated, there are no dividend payments. 
We issue ae one type of policy. We issue a policy that cannot ex- 
ceed $4,000. It is available only to the limited specific group, namely, 
employees of Swift & Co. 

The equivalent of the officers and directors of a mutual company 
are an advisory committee. Our trustees are uncompensated, and, 
well, maybe that about hits the high points. 

That is something that we have done some thinking about, because 
we thought it was necessary to proceed in a sound manner to be able 
to differentiate our situation. 

I might also point out that we do not have paid solicitors, agents, 
claim adjusters, or anything of that sort. 

We do not engage in any pair advertising, promotional material, 
and then—this does not maybe go to the organization—but it goes 
to the difference in the character of the coverage we issue—to the 
best of our knowledge a mutual, or a stock company for that 
matter, issuing term life insurance does not have this pair-up 
feature at age 65. To the extent that they have waiver of premiums, 
there normally is a waiting period, as, for example, the group policy 
in which these same people participate has a 9-month waiting period. 
We have no waiting period in connection with premium waiver. So 
that there are very material real substantial differences, we believe. 


37532—59—_—26 
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Senator Doveras. How do the gains or losses from an operation of 
your association differ from the gains and losses from the operations 
of a commercial life insurance company or a stock company which 
writes term life insurance? 

Mr. Exson. Well, I would say this: That in constructing the rate 
originally, it was necessary to take into account the obligation that 
will ultimately appear in this paid-up feature retirement after 95 
years of coverage, and to the extent that there are what might be 
termed underwriting gains, we are sorely in need of those to kee 
even with the unusual commitments that are contained in our term 
coverage. 

Senator Doveias. How do your reserves compare with the reserves 
which are maintained by commercial life insurance companies? 

Mr. Exson. They are established on a comparable basis. 

As a matter of fact, probably even more conservatively, we are stil] 
using the American experience table at 3 percent which, as you well 
know, as you commented 

Senator Dovetas. Did you say the American experience table? 
For what year? 

Mr. Exson. The pre-1941. 

Senator Doveias. You mean using the experience table of 1867? 

Mr. Exson. 1867 at 3 percent interest, so we think we are protecting 
our people reasonably well, and the independent actuaries who re- 
view us are in agreement. 

Senator Dovucias. Now, just where does this bill hurt you? Does 
it hurt you in phase 1, on investment income, or phase 2, gains from 
operations or underwriting, or where? 

Mr. Exson. Actually, it hurts us in a very real, substantial way 
under both phases, with a little greater hurt under phase 1. But it 
hits us terribly hard under both phases. 

Senator Doucias. Now, do I understand that gains which you make 
from underwriting are distributed by you in supplementary benefits! 

Mr. Etson. I would not state that it is done in any direct manner. 
In substance, looking at the total group, the source of funds from 
which to pay what you refer to as supplemental benefits, which I 
interpret to be this paid-up feature at age 65—Am I correct? 

Senator Doveras. Yes. 

Mr. Exson. The full accumulation of underwriting gains, to use 
that phase—any other “surplus” funds that we may have, are needed 
to take care of our total obligation under these death benefit cer- 
tificates. 

Senator Dovatas. So that the gains which you may make from 
using an 1867 life table do not go to officers or individuals or stock- 
holders, or what-not—but to the policyholders themselves. 

Mr. Etson. Yes, sir. 

Senator Dove.as. Thank you. 

It is interesting to see this old life mortality table hang on. But I 
am glad it is used for the benefit of the policyholders, and not for the 
benefit of insiders. 

I am very glad to see here Mr. Joseph Meegan, who is the active 
head of the Back of the Yards Council, and who is one of the finest 
citizens of Chicago. 

Mr. Meegan, can you give any testimony as to the actual beneficial 
effect of this association on the families that you try to help? 
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STATEMENT OF JOSEPH MEEGAN, ON BEHALF OF BACK OF THE 
YARDS SOCIAL ACTION CLUB 


Mr. Mercan. Yes, I can, Senator. 

First of all, I would like to renew my friendship with the former 
Secretary of Agriculture, who did so much in sponsoring the school 
lunch program in the early days, which is now in operation in over 
40,000 schools throughout the country. 

Senator Kerr. Are you referring to the Senator from New Mexico? 

Mr. Meeaan. I certainly am. 

Well, since 1939 I have been identified with social work in the com- 
munity known as Back of the Yards in Chicago. A large number of 
our wage earners, among the 100,000 residents in the community, have 
worked in the stockyards. And for nearly 20 years I have seen stock- 
yard workers afflicted by sickness, injury, and even death that resulted 
in poverty and human misery and suffering in their families, and 
which eventually, in some cases, led to the breakdown of family life. 
And this was especially true years ago, when we had problems of 
tuberculosis and pneumonia in the freezers, in the packinghouses. 

I can honestly say that in all the years I have been associated with 
social work in Back of the Yards—and that is nearly 20 years— 
that I have never had a family whose father or wage earner was iden- 
tified with Swift & Co. that ever came to us for financial assistance. 
This organization took care of their own people. And this is very 
much in keeping with the philosophy of the Back of the Yards Counci! 
and the Back of the Yards Social Action Club which I represent 
here today—the people themselves will work out their own destiny. 

I can say this for the other packinghouse workers—I mean for 
the packinghouse workers who are associated with other companies— 
I can tell you that in the early days, when-this employees’ association 
was formed, people had to come to the local tavern owners, who were 
then the social workers in the area. They came to them for assistance. 
They came to their churches for assistance. They came to the city, to 
the State, to the Government. They came to their neighbors and 
fellow employees to pass the hat for needy families of packinghouse 
workers. 

So I am pleased to say I came here today at the expense of the 
Social Action Club, representing the community, and not this organi- 
zation at all, to state to you, Senator Douglas, and all of you fine 
gentlemen, that in my opinion this organization deserves your consid- 
eration for the amendment that they are asking. 

Senator Dovetas. Thank you very much. 

Mr, Mercan. Thank you. 

Senator Dove.as. That is all. 

Senator Kerr. Senator Talmadge. 

Senator Tatmapcr. No questions. 

Senator Kerr. Mr. Elson, will you furnish us a financial statement 
of your company, or of this company, for the last 6 years, including 
the latest one? 

Mr. Exson. Yes, sir. 

Senator Krrr. And put them into the record. 
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(The statement referred to reads as follows: ) 


Swirt & Co. EMPLOYEES BENEFIT ASSOCIATION 


Statement of income and expenditures for the year ended June 30, 1958 


























Income: 
Sickness and accident benefit contributions_______~-___- $1, 721, 308 
Sees Wes COUN UIEIOU en eenn oe 1, 400, 325 
ee seat nite tees 1, 186, 277 
Miscellaneous___~---~-----~-~----- we enn se +--+ -5------~---- 5, 789 
eran cnt min db Ree 4, 313, 699 
———_—_: 
Expenditures : 
Seana een eNOS s coe a ei 1, 178, 152 
ann ners ON a aa ig foe tg} ss -s-~- 554, 834 
Total sickness and accident benefits paid______._____________ 1, 732, 986 
ed en mawinan meaner 939, 118 
meant meer annemap eee SL a 124, 410 
General medical expense______-.----__-__ Taini hee sale tbeits ale: ree 84, 598 
ND iain enca tara Lincs ment cereprasers amare oe 28, 325 
ale cn ornate hai th ian hionsn em Stadt entire wo ome 13, 561 
eran: NL SD ree Lu eae 
Net applied to reserve for benefits_.___._____-__-___ a3% é 1, 390, 701 
a ane lard che taste tesco iene inneinnm vom _.. 4,313, 699 
RESERVE FOR PAYMENT OF BENEFITS JUNE 30, 1958 
Reserve, June 30, 1957_....._..__..___________ seibeicicnccndgetin oes -___.__ 24,511, 189 
Added during year, as above__________________________ ~~ |.) ae 
ON RN SI ai i i gk Si des sisi nicn a st 25, 901, 890 
Total death benefits in force_______.___.__......._. 106, 547, 200 
BALANCE SHEET AT JUNE 30, 1958 
Assets: 
NII RON i iia i a ea eis rs i cecum 262, 671 
I I ee eB wt at ee ected hse’ niga 188, 443 
Bonds, at cost, premiums and discounts amortized : 
pun C Em ONIIII oes hor Se oS _ 2, 239, 513 
I ik a ie ee di ha ets etn ve be nm edict ake x 3, 895, 417 
a A ca a tare i ccs misd eid Berane 4, 683, 313 
Railroads and equipment trusts_....-..__...-.__-____ 4, 052, 594 
re ee eee ser Ne a 1, 696, 865 
unpmeeennntnns 00ers i oy a 34 2, 288, 902 
Total bonds geile iin cc ita ith lh tan liv nie BAG ny ccd nce he 18, 856, 604 
I ae os etsicapeenenttncpaieeneseonmisIbinnesncemnpe- nen xo-nsexrquemmbes eaiaenatin opp 6, 676, 443 
BENE Seok ok kok Se) es oye 8) 25, 984, 161 
Liabilities and reserves: 
th sbiprsinan onic ese geome ea Mh cee aes 82, 271 
Reserve for payment of benefits___._._._...._.____________ ee tae 25, 901, 890 
Total liabilities and reserves.__.._.....____________________ 25, 984, 161 


STATEMENT OF THE AUDITING COMMITTEE 


We have examined the balance sheet of Swift & Co. Employees Benefit Asso- 
ciation as of June 30, 1958, and the related statement of income for the year 
then ended. Our examination was made in accordance with generally accepted 
auditing standards including a review of the system of internal control, a check 
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of the cash disbursements for the year then ended, and other accounting records 
checked or tested to the extent we considered necessary. 
In our opinion, based upon such examination the statements mentioned above 
resent fairly the financial condition of the association as of June 30, 1958, and 
the results of its business for the year ended that date. 


AUDITING COM MITTEE, 
(Signed) J. B. Kutczyx, Chairman. 





Swirt & Co. EMPLOYEES BENEFITS ASSOCIATION 


Statement of income and expenditures for the year ended June 30, 1957 





Income : ; 
Sickness and accident benefit contributions___.____.______-_-_- $1, 898, 198 
Death benefit contributions__.__________________________-____ 1, 481, 118 
Wann. 1p VORtINONENs Kien soe hs eee wh oe RE oR Oe 1, 269, 674 
RI cies rceah ohm en een enncerene nsenserm sis mernerepatioar nner ioanciahaisspeninns 5, 705 

PI ANNI gnc ise nena ns ow mo id om ei kg iain meets aoe sh 4, 649, 690 

Expenditures : 
maegness beneiits paid... ee eee emee 1, 139, 105 
Accident benefits paid_____-______________-____---________-_ 562, 486 

Total sickness and accident benefits paid__._._____________ 1, 701, 591 
SS, a en a 865, 805 
Direct operating costs__......_._..__-___--______________ 136, 417 
General medical expense__._..-.._-_--_- 84, 784 
BER, SNORING -CAMOE. ooo on oi sec ee ene wcgme neces 24, 082 
MEIOCUAN COTE. 6 ern en ee cw emiiceen emanate enenn 6, 503 

i 

"Total expenditares... oe ec ne wee ec ecnnenwaennn 2, 819, 182 

Net applied to reserve for benefits._._._.__._._..__..--.--____________ 1, 830, 508 

ceca cars ce se ec segs sce cs dass egceenee 4, 649, 690 

RESERVE FOR PAYMENT OF BENEFITS JUNE 30, 1957 

meerwe; June.30, 1056... es es ri de 22, 680, 681 

Added during year, as above_________________ 1, 830, 508 

Reserve, June 30, 1957_._._.-______________- 24, 511, 189 

Total death benefits: in forces. 2225620504 ee 112, 805, 800 

BALANCE SHEET AT JUNE 30, 1957 
Assets : 
Cash in banks____________-_-_- 182, 543 
Accounts receivable__..._._--______- 200, 411 
Bonds, at cost, premiums and discounts amortized: 
U.S. Government____.__________-_ 1, 945, 743 
Industrial____..___--_--__---- ee = 83, 428, 751 
isis heitieennime nema mens -oeweeeeeeeeeeecenencene 4, 694, 674 
Railroads and equipment trusts__._____.__..______________ 4, 380, 799 
TOI a caine iin minis elctgndm bre nenes weetisidunmnnannnnnnonnnnene 1, 625, 374 
Miscellaneous________-_---- 2, 043, 456 
Total bonds____._-__________ 18, 118, 797 
Ns CI esis careessiesnensciritss im cscs senorita iene stevens eiitaoam etsy instant 6, 087, 698 
Total assets___..._--__-_-__--_-- 24, 589, 449 


Liabilities and Reserves: 
I sense ciccrnerermmen name ineenmnmeinnemenmmene 72, 260 
Reserve for payment of benefits_..................__________ 24, 511, 189 


Total liabilities and reserves__.........---__________ 24, 589, 449 
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STATEMENT OF THE AUDITING COMMITTEE 


We have examined the balance sheet of Swift & Co. Employees Benefit Aggo¢j- 
ation as of June 30, 1957, and the related statement of income for the year then 
ended. Our examination was made in accordance with generally accepted 
auditing standards including a review of the system of internal control, a check 
of the cash disbursements for the year then ended, and other accounting ree. 
ords checked or tested to the extent we considered necessary. 

In our opinion, based upon such examination, the statements mentioned aboye 
present fairly the financial condition of the association as of June 30, 1957, ang 
the results of its business for the year ended that date. 


AUDITING COMMITTEE, 
(Signed) R. B. Stroum, Chairman. 


Swirt & Co. EMPLOYEES BENEFIT ASSOCIATION 


Statement of income and expenditures, for the year ended June 30, 1956 
Income: 








Sickness and accident benefit contributions___..._.__.___- ---- $1 Toe 

ne Ne SS ancocuenppaeneae enim 1, 286, 612 

eo eapenanietion eco aneonamuscnenie iene anee Geptii eatearee 898, 552 

I da laren oo apc Sem grapie sean Seotonin soar poem cotgeeceesaomtee snes 5, 992 

lo we oreeseepned ereaesaoecen poesiacboapeivsianeres wemearen 3, 911, 373 
Expenditures: 

Nee ee eee oe oemeee 1, 057, 872 

Neen ee ee nnn ons cignehoaanopeamnacenoemmenteneumn ian 522, 116 

Total sickness and accident benefits paid___..______________ 1, 579, 988 

cesar an ceneceneguaracsnas-anerer wesareqrmnasenp~ecenamrenstere 895, 023. 

no ecs ss erehniaeanineintewerebeneiensieeonmren 135, 478 

a a a a a 83, 957 

re i eo aoa nananaaannnenaas= 21, 704 

aiid caiebinnplntinin ncn ences aioe eeninenn 6, 058 

I a nie mnen in paiibiwenmianernieisnaee 2, 722, 208 

Net applied to reserve for benefits (see below) —_--_-__-__-___--- 1, 189, 165 

8, 911, 373 

RESERVE FOR PAYMENT OF BENEFITS, JUNE 30, 1956 

ea ee 21, 491, 516 

een i nn nn heen eee 1, 189, 165. 

ee nS aaa cescnnaaan 22, 680, 681 


Total death benefits in force_ 
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BALANCE SHEET AT JUNE 380, 1956 


ts : 
Cash in banks___ 


mA Ct Gm te fo “ra tn cts ET REET IPR G9. aot yh 2 $133, 013 
SED CODUR VRID nc creer necnenemmnemnmemarenmanwtepmentsiss 196, 159 
Bonds, at cost, premiums and discounts amortized : 
Co ag pall ee cere on ale ee ee ee ee 3, 147, 401 
Teen nnn ene ne a ee ae 8, 437, 117 
cc i eR 4, 467, 940 
Railroads and equipment trusts__.......__-________--____ 3, 708, 715 
Dominion of Canada (issued or guaranteed by) —-.-.------- 942, 873 
Neen ee een eee nn ee ee rene ace bata nammamoam 1, 494, 796 
SUN 17, 198, 842 
IES “RR. RII ce cath cnousansas ecrasoies se aves-aeeh xt eoewonussaren onancnneronepcoorenree'guernetre i onuenetaie 5, 238, 664 
IE MN ca cere oreo cerca oscneteee ceive em ee meee mene otconiane 22, 766, 678 
Liabilities and reserves : 
Accounts payable __----------__-- 5, 997 
Reserve for payment of benefits.._....-...-.-.___-____ 22, 680, 681 
Total liabilities and reserves__._.._._._._.._._...__-_______--__-__ 22, 766, 678 


STATEMENT OF THE AUDITING COMMITTEE 


We have examined the balance sheet of Swift & Co. Employees Benefit Asso- 
ciation as of June 30, 1956, and the related statement of income for the year then 
ended. Our examination was made in accordance with generally accepted audit- 
ing standards, including a review of the system of internal control, a check of 
the cash disbursements for the year then ended, and other accounting records 
checked or tested to the extent we considered necessary, 

In our opinion, based upon such examination, the statements mentioned above 
present fairly the financial condition of the association as of June 30, 1956, and 
the results of its business for the year ended that date. 


AUDITING COMMITTEE, 
(Signed) C. C. Sutiivan, Chairman. 


Swirt & Co. EMpLoyEres BENEFIT ASSOCIATION 


Statement of income and expenditures for the year ended June 30, 1955 


Income : 
Sickness and accident benefit contributions__......_...._______ $1, 523, 539> 
Death benefit contributions___.___.___..---____-_____- 1, 125, 158 
From investments______---__--_-___-----_ 855, 216 
Miscellaneous_______--_----__----- 3, 247 
Total income____-------_---__--_ 3, 507, 160 
Expenditures : 
Sickness benefits paid___.__._____--____-_______-_________ 957, 928 
Accident benefits paid___._-____________-___---- 427, 748 
Total sickness and accident benefits paid___.___.______________ 1, 385, 676 
Death benefits paid-_--__----__-__-__--____---__ 733, 289 
Direct operating costs_._.__.____------__---_-__-___-____-__ 124, 016 
General medical expense__________--_-______--_-_____-_-____-- 104, 622 
Federal income taxes___..--.-.__--------- 10, 752 
Miscellaneous______.-_-------- 5, 618 
Pokal empenGitrel..nnacaceiccceccceceencncsceenesccnennenee 2, 368, 973 
Net applied to reserve for benefits_.............--...----__________ 1, 148, 187 


Di aw ect pee Goins cecensieibeien tape tcireinteininneaasinionnen eoneatineaninncienpeebstneaatelen 3, 507, 160° 
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RESERVE FOR PAYMENT OF BENEFITS, JUNE 30, 1955 


























nen IRRON ER CRI a See a ee hacen $20, 348, 399 
I Se CEI sat So ete ieee apteesine= 1, 148, 187 
———— 
Se pT FI a el it Bini pene 21, 491, 516 
pn, REINS G0) BOROD io es si oo ee einem 93, 539, 000 
BALANCE SHEET OF JUNE 30, 1955 
Assets : 
IR icici cemiindoniinianie ac Seetieiain tein nein atin aenenhies 125, 946 
PEN RUN U RTO cic eect lipoma fy meh mlb pean iii 216, 217 
Bonds, at cost, premiums and discounts amortized : 
SE cesta tiracinrates Sine eioerimninsmtennanieene 2, 785, 942 
I El ks Acasa 3, 799, 625 
trae ane den lense anaemia nop en tab ames eyietesn em cna 4, 093, 625 
manrosas end equipment traste.._........... eens 3, 402, 432 
Dominion of Canada (issued or guaranteed by) --------~-- 729, 944 
ld lel ceiereineene erie 1, 170, 090 
ceca esate teehee iatee hie ee aroamicato eRe eale 15, 981, 658 
csi eaenriclaeendevnmenboiermnitancnee rman mmirstieset en nein mnt eaten 5, 235, 500 
I nis ct agen nbc ith toate im mb i cv cab nk rm 21, 559, 330 
Liabilities and reserves : 
I i is ok Site Cebit olin mle ieitiolete nat 67, 814 
Reserve for payment of benefits__.__..__._..__.------_---_------- 21, 491, 516 
Total emilition ANG -POROUVOR bisa bce iss wee er dg a in 21, 559, 330 


STATEMENT OF THE AUDITING COMMITTEE 


We have examined the balance sheet of Swift & Co. Employes Benefit Asso- 
ciation as of June 30, 1955, and the related statement of income for the year 
then ended. Our examination was made in accordance with generally accepted 
auditing standards including a review of the system of internal control, a check 
of the cash disbursements for the year then ended, and other accounting records 
checked or tested to the extent we considered necessary. 

In our opinion, based upon such examination, the statements mentioned above 
present fairly the financial condition of the association as of June 30, 1955, and 
the results of its business for the year ended that date. 


AUDITING COMMITTEE, 
(Signed) F. T. Carrer, Chairman. 
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Swirt & Co. EMPLOYEES BENEFIT ASSOCIATION 


Statement of income and expenditures for the year ended June 30, 1954 








Income : 
Sickness and accident benefit contributions___._._......_._..______ $1, 432, 107 
Trent memes ‘Comemuurons... 1, 063, 427 
I cca ce eenmnaset ts datetime ate a IE 689, 666 
NN ia eosin gn tes rut oe ieeecrvainmemarenmapeeeanere ite mie eee 5, 090 
SPURT) AMOOING shin SM ae a RO 8, 190, 290 
Expenditures : 
Sickness benefits paid________---_____----_-__---------- ee 909, 462 
Accident benefits paid______-_-_-___---_---_------ 383, 393 
Total sickness and accident benefits paid____________________ 1, 292, 855 
TORO TT OROTER TOI oo pei tein ane ensere nampa seie 760, 540 
Speen Geermeme Costes ee 121, 107 
General medical expense______-____-_----- 1138, 341 
Federal income taxes... 9, 249 
INI cic eniccces sn crew ecsiotincn en ane ane enemies nen eg peeriepreybinptqpenenmees Mesegpntin 5, 216 
OTA! CROC AIIT OG once tie re eer eemmmenepreenel 2, 302, 308 
Net applied to reserve for benefits (see below) ~~ _-------___-_--_ 887, 982 
RN aetna cid opts een tds ed ms ey inp nce es veer ems 8, 190, 290 
RESERVE FOR PAYMENT OF BENEFITS, JUNE 30, 1954 
Reserve June 30, 1958__-_______________-____ 19, 460, 347 
Added during year, as above___--~.----_-.--~------ thssep-secesnssaheediee de 887, 982 
rth DUNC DO, 1006. QW coc encrawe gene mce nes w wantin ects pasate 20, 348, 329 
Total death benefits in force_____-------_---_---_--------------- 87, 594, 600 
BALANCE SHEET AT JUNE 30, 1954 
Assets : 
Peentn DANES... so hcitislen einem ee Gd qud—«<aeingi-ani—d 218, 349 
Accounts receivable _.____-___-__--_--_--___-___------ +--+ 211, 946 
Bonds, at cost, premiums and discounts amortized : 
U.S. Gewermienbos— 2iitn 450.4 Shs oS kek e-~-- 1, 996, 965 
SDE 6c pi tt eigen cnn mememadimamenwnene 8, 430, 067 
We thc cote sta codasadsstswdbeeacacaconoutndowdiiaea 3, 944, 251 
Railroad and equipment trusts____.__-__-------_-----.--- 3, 265, 121 
Dominion of Canada (issued or guaranteed by) —~---------- 892, 603 
BOMmCONANOOUE «cen ced ceccnnsccccccene enti ee ALE 1, 463, 809 
Pete) bones. a= =2--2c5cc--cccecccccaa2iliiuLi sll 14, 922, 816 
Stocks, at cost___.....--.---------___-------__ +e 4, 992, 404 
WORE ROGGE an en cicero en cece ce swecn me embamcesiinee 20, 415, 515 
Liabilities and reserves: 
Accounts payable _____-___-...--_-.-----.--_---------------- 67, 186 
Reserve for payment of benefits___.___.___-___--_------- a 20, 348, 329 


Total liabilities and reserves__..._________-_____--_----_--~ 20, 415, 515 
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STATEMENT OF THE AUDITING COMMITTEE 


We have examined the balance sheet of Swift & Co. Employes Benefit Aggo. 
ciation as of June 30, 1954, and the related statement of income for the year 
then ended. Our examination was made in accordance with generally accepteq 
auditing standards including a review of the system of internal control, a checx 
of the cash disbursements for the year then ended, and other accounting records 
checked or tested to the extent we considered necessary. 

In our opinion, based upon such examination, the statements mentioned aboye 
present fairly the financial condiitons of the association as at June 30, 1954 
and the results of its business for the year ended that date. 


AUDITING COMMITTEE, 
(Signed) J. B. GiLMour, Chairman, 


Swirt & Co. EMPLOYES BENEFIT ASSOCIATION 


Statement of income and expenditures for the year ended June 30, 1953 




















Tncome: 
Sickness and accident benefit contributions___.__-____-____-__~ $1, 226, 414. 99 
eth eet eonirinations ——— <3 5-o- Se nooo eo osaecs el 1, 028, 947. 79 
i a eoamcts nie de os pm sbviio mig ianies emiiasnaarnauie 690, 441. 20 
I re as yn nn eee evecare edie 13, 004. 68 
dos rgeigrenteenioehovinseegta ks meas ocseneimrae 2, 958, 808. 66 
Expenditures: 
Sickness heieRte eid. Lo iso he atc 950, 763. 79 
a a la de cc ws ni tas secant eninnipioaiescaasuhie 389, 309. 60 
Total sickness and accident benefits paid____._.__-__.--_-_ 1, 340, 073. 39 
I i ciecnciennecemenpimcbintiemenin 746, 891. 08 
Srirect Operating O0St6 ...cccccccccnscaceusescocsssincce~ 116, 270. 76 
I i ats wees iciwentcinegeree 108, 272. 93 
DOGO Income ORCS ic cc ccacceassaccsacsoetJieiwk. ULL 10, 865. 06 
I ok aca enlania nmtinigearnseeenisliean enema eiaainaerenmanincss 5, 252. 23 
a NN a acs ai pe ceniiranr on Beoemnensie eign eaesinenininse 2, 327, 625. 45 
Net applied to reserve for benefits (see below) —--------_-_-_---- 631, 193. 21 
a a racine hin gampciniinioninieanned 2, 958, 808. 66 
RESERVE FOR PAYMENT OF BENEFITS, JUNE 380, 19538 
I ie lenin 18, 829, 163. 77 
OE TIE FOOT, BE BOOT Oise tt teste cineccinn 631, 183. 21 
OGG 7O, DUDS BO. 2006.66 nee nee tena 19, 460, 346. 98 
Total death benefits in force___.__._____-_----_---_-___-- 82, 719, 400. 00 
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BALANCE SHEET AT JUNE 30, 1953 


Assets : 
Padgh On hand and in banks fs bt ett ee i eee $130, 766. 03 
mesounts receivable’. 350 LluLulusuadaciiiistieeusus 185, 172. 99 
Bonds, at cost, premiums and discounts amortized : 
ei ON aN a os oe euinsicn end Sanson antersamsiwdncar nit esgepiemencer ences 2, 661, 851. 90 
ON oe eee Ro el ee as wn RS Le 3, 02, 348. 52 
CHG 30 BC ee SOLE ss ol 3, 676, 065. 76 
Railroad and equipment trusts___.._.--_________-_-__ 2, 821, 009. 94 
Dominion of Canada (issued or guaranteed by) ------__ 840, 712. 67 
INE is nko wien cms ecicc cece emerges nite teeta ncte manip geen ws cae ghee 1, 233, 241. 58 
Wetsirhonie wl EV LO Aa a 14, 565, 230. 37 
Shocks, ; Mb CoGbcns ~~ 6 asia Gia yh Hyena cb tee 4, 644, 856. 65 
I I en ype css smrepee-gupn ies ean poison as eatap pgp To-oneenngs ts eapnnppcssabiinagecevenion 19, 526, 026. 04 
Liabilities and reserves : 
CORNER RAMON iso cach cb cng da upphtausinbbowai duties 65, 679. 06 
Reserve for payment of benefits..._.c.u..........-._________ 19, 460, 346. 98 
Total Tidvitities atid réeservens: [1 es ee 19, 526, 026. 04 


STATEMENT OF THE AUDITING COMMITTEE 


We have examined the balance sheet of Swift & Co. Employees Benefit Associa- 
tion as of June 30, 1953, and the related statement of income for the year then 
ended. Our examination was made in accordance with generally accepted audit- 
ing standards, including a review of the system of internal control, a check of 
the cash disbursements for the year then ended, and other accounting records 
checked or tested to the extent we considered necessary. 

In our opinion, based upon such examination, the statements mentioned above 
present fairly the financial condition of the association as at June 30, 1953, and 
the results of its business for the year ended that date. 

AUDITING COMMITTEE, 
(Signed) H.C. Prrcn, Chairman. 

Senator Kerr. I have but one remark to make. 

You state, “We are patently a nonprofit association.” I take it that 
you are as such by choice. 

Mr. Exson. That was the choice of the original members. 

Senator Kerr. And of ihe present management? 

Mr. Exson. Yes. 

Senator Kerr. There is one difference between this organization and 
2or 3 that I am associated with—they are also nonprofit organiza- 
tions, but not by choice. 

Thank you very much, Mr, Elson. 

Mr. Exson. Thank you. 

Senator Kerr. Mr. Bruce Batho. 

Senator Tatmaper. Mr. Chairman, this next witness comes from 
Atlanta, Ga. He is vice president and on the board of directors of 
Life of Georgia, one of our most. outstanding and progressive in- 
surance companies. 

Senator Kerr. Thank you, Senator Talmadge. 
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Before you start, Mr. Batho, I want to express appreciation to 
all the witnesses that are here for your patience and forebearance, 
I do this for myself and for the committee. And I say that for our. 
selves—we regret the degree to which these hearings have extended 
themselves. We regret it nearly as much for ourselves as we do for 
you, but especially for you. We appreciate your patience. It js 
our purpose to hear the other witnesses who are scheduled for today 
before we adjourn. : 

All right, Mr. Batho. 


STATEMENT OF BRUCE BATHO, VICE PRESIDENT AND COMPTROL. 
LER, LIFE INSURANCE CO. OF GEORGIA, ATLANTA, GA. 


Mr. Batuo. I wish to thank Senator Talmadge for his introduction, 
I am Bruce Batho, vice president’ and comptroller and also a di- 


rector of the Life Insurance Co. of Georgia, Atlanta, Ga. My | 


company is a stock life insurance company issuing nonparticipating 
policies. I am an actuary and am a member of the Society of Actu- 
aries. I am speaking on behalf of my company, but the views which 
I will present are concurred in by many. 

H.R. 4245 proposes a completely new basis for taxation of the in- 
come of life insurance companies. In its three phases it will tax the 
total earnings of stock life insurance companies. 

The Treasury estimates that the tax which it will produce on 1958 
income is $540 million to $560 million, and industry figures indicate 
$558 million. This is an immediate tax increase of 75 percent (retro- 
active to last year) over the amount which would have resulted from 
the tax base last used. 

We do not know of any instance in which the taxes of a tremen- 
dous industry such as ours have been increased to this degree at any 
one time. To make such an increase effective at this time, when tax 
deductions are being thought of as desirable and appropriate seems 
to us to be unconscionable. 

The States, to whom Congress has left the supervision of life in- 
surance, impose premium taxes totaling approximately $300 million. 
And as a result, life insurance savings are already more heavily taxed 
than any other form of thrift. 

We feel that we are somewhat unfairly in the position of having 
to choose between H.R. 4245 with the tremendously increased tax 
burden which it will produce for many companies, and the obsolete 
1942 tax formula which everyone, including the Treasury, concedes 
to be undesirable. j 

H.R. 4245 does, however, correct many flaws in the previous tax laws 
applying to our industry. We support the general framework of 
the bill and its taxation of all of the income of a stock company. 


The following provisions which it now contains in phase 2 are abso- ° 


lutely essential to the maintenance of a proper competitive relation- 
ship between the stock and the mutual companies: 


(1) A deduction of at least 10 percent of the increase in re- 


serves for nonparticipating policies; 


(2) A deduction of 2 percent of premiums for group insurance; 
(3) Deferment of tax on a portion of operating gains neces- 


sary for the protection of policyholders; and 
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(4) A minimuwn tax base for mutual companies which cannot 
be controlled by dividends to policyholders. 

We wish to recommend and request amendment of the bill in 
two specific areas. These relate to— aris 

(1) The basis for the “policy and other contract liability 
deduction” found in section 805; and 

(2) The treatment of tax-exempt interest and dividends 
received. 

The first point on which I wish to comment, namely, the policy 
interest deduction in section 805, relates only to phase 1. At this 
point it is provided that investment income which is applicable to 
policy reserves shall not be taxed but shall be deducted from the 
company’s net investment income. To determine the amount of this 
deduction, the amount of such reserves is multiplied by an interest 
rate known as the deduction rate. 

The fact is that, in computing premium rates, life insurance com- 

anies anticipate that they will earn, and accordingly use, an interest 
rate higher than the reserve rate stated in the policy. The interest 
rate for which they allow credit in the determination of premiums is 
based upon their actual interest earning experience. 

We believe that the policy reserve deduction should be based upon 
the actual rate of interest earned by an individual company, on either 
an annual or a 5-year average basis, and strongly urge that the bill 
be amended accordingly. 

The second item about which I would like to comment is the treat- 
ment of tax-exempt interest and dividends réceived. 

In the discussion of H.R. 4245 in the House, Mr. Mills was asked 
whether interest from municipal bonds was free from tax under this 
bill and he indicated that he thought that it was. 

Actually part of a company’s interest income is deductible under 
the bill solely because it is interest income on policy reserves which 
is necessary to mature such policies. This deduction is available 
whether the interest comes from tax-exempt bonds or from other 
sources. The bill provides in effect in section 809(f) that while tax- 
exempt interest is deductible, the other deductions will be reduced 
proportionately by reason of the receipt of such tax-exempt interest. 
And as a result, most of the tax advantage of investing in tax-exempt 
bonds is lost to a life insurance company. 

The best test of this is first to compute a company’s tax assuming 
it has no tax-exempt interest, and then to recompute it assuming 
that some specific amount of its income is from tax-exempt bonds. 
The difference will not be 52 percent of such tax-exempt interest. In 
our case it is only about 10 percent. The average for all companies 
is riage about 15 percent. 

ife of Georgia has bought many municipal bonds. They were 
bought in a direct effort to help finance installations such as water 
and sewer systems. These are usually financed by municipal obliga- 
tions, and with our rapidly increasing population the need for them is 
unusually great. If the life insurance industry does not have the full 
benefit of tax-free municipal bonds, it will probably reduce or elimi- 
nate such purchases. The interest rate offered by most municipal 
bonds is too low to make them attractive investments, unless they 
receive effective tax exemption. 
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As H.R. 4245 now stands, it is not possible for a life insurance com. 
pany to invest either its capital or surplus funds in municipal bonds 
and receive the interest on them free from tax; at least, not unless it 
first invests all of its policyholders’ reserve funds in municipal bonds, 
And this would be absurd. 

Both individuals and other corporations are granted such a tax 
right. We should be accorded a similar treatment. 

The difficulty arises because of the effective presumption in the 
bill that any investment by a life insurance company in either tax. 
exempt bonds or in stocks of other corporations must be divided pro- 
portionately or prorated, for tax purposes, between policyholder re- 
serve funds and other company funds. We know of no logical basis 
for such a requirement. We should have the privilege of investing 
capital and surplus funds in any legal manner and should receive 
the same tax treatment on the income from such investments as others 
receive. In other words, we should be able, for tax purposes, to allo- 
cate municipal bond and corporate stock investments to funds other 
than policy reserves up to the amount of such funds. 

The bill now provides in phase 3 for full deduction of tax-exempt 
interest and for the usual deduction for dividends received. This 
phase relates to the taxation of the underwriting and general earn- 
ings of a stock company which were not previously taxed in phase 2 
at the time they first appeared. It is only reasonable and proper that 
the same treatment be applied in phase 2 to the taxation of the same 
general earnings which are taxed in it. 

We strongly urge, therefore, that H.R. 4245 be amended to provide 
in phase 2 a deduction for interest on tax-exempt bonds and for divi- 
dends from stocks to the extent that such investments do not exceed 
the company’s funds which are other than policy reserves. We be- 
lieve you will agree that the limitation just started will prevent any 
“double deduction.” 

You may be wondering why I recommend that a change to allow 
full deduction of tax-exempt interest and dividends received be made 
in phase 2 but not in phase 1. Phase 1 does not purport to be a tax 
on total income. It is more similar in its nature to the 1942 formula 
and to the subsequent stopgap laws. Phases 2 and 3, however, are 
based upon total income. They include underwriting gains as well 
as investment income. They include deductions for policy claims and 
general operating expenses as well as the increase in policy reserves, 
They “put the bite on” stock companies making substantial profits, 
They are like the income tax law applying to other classes of cor- 
porations. They are more like the 1913-21 tax on life insurance com- 
panies. Tax-exempt interest and dividends received should be effec- 
tively deductible in them without reduction in other deductions so 
long as the investments producing such income do not exceed the 
amount of funds which are other than policy reserves. 

Again, let me say that under IL. 4245 the tax advantage of 
municipal bonds to us is about 10 percent of their interest whereas 
to a regular corporate holder it remains 52 percent. Under this bill 
the overall taxes are in many instances doubled or tripled, and the 
case for full tax-free status of municipal bonds when held by a life 
insurance company becomes much more important than previously. 
The stakes are simply greater. If we do not own these bonds, some- 
one else will, and they will receive the full tax exemption. 
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While I have said much less about the deduction for dividends 
received than for tax-exempt interest, they have been treated similarly 
jn the bill and the arguments for corrective amendment are also 
similar. 

Not being a lawyer, I would not claim to speak with any 
authority on the very serious question of whether the present treat- 
ment of taxation of interest on State or municipal bonds in H.R. 4245 
js constitutional or not. I would like, however, to append to this 
testimony a memorandum on this subject prepared by legal counsel. 
Itrust that you will give it your attention. 

Senator Kerr. It may be received and made a part of the record. 

(The memorandum referred to is as follows :) 


MEMORANDUM IN RE CONSTITUTIONALITY OF INCOME Tax ON INCOME DERIVED 
FroM TAx-ExEMPT SECURITIES 


The Federal Government has no power to tax the obligations or interest 
therefrom of a State or political subdivision. This limitation is not based upon 
any express prohibition in the Constitution, but is implied from the independence 
of the National and State Governments within their respective spheres and from 
the provisions of the Constitution looking toward the maintenance of our dual 
system of government. It first developed from the doctrine announced by the 
Supreme Court in McCulloch v. Maryland (4 Wheat. 316), decided in 1819. In 
that case, Chief Justice Marshall, who rendered the opinion, held that a State 
could not constitutionally impose a tax upon notes issued by the Bank of the 
United States. In 1870 the Supreme Court, in an opinion rendered by Mr. 
Justice Nelson in Collector v. Day (11 Wall. 113), relying upon its decision in 
McCulloch v. Maryland, made it clear that this prohibition was reciprocal in 
character and, therefore, Congress has no power undér the Constitution to tax 
State officers or employees. However, it was not until the Pollock case (157 
U.S. 429), that the Supreme Court specifically held that the Federal Govern- 
ment could not tax income from securities issued by States or political subdi- 
visions thereof. Chief Justice Fuller who delivered the opinion of the Court 
made the following statement as to this point: 

“It is contended that, although the property or revenues of the States or 
their instrumentalities cannot be taxed, nevertheless the income derived from 
State, county, and municipal securities can be taxed. But we think the same 
want of power to tax the property or revenues of the States or their instrumen- 
talities exists in relation to a tax on the income from their securities, and for 
the same reason; * * *. It is obvious that taxation on the interest therefrom 
would operate on the power to borrow before it is exercised, and would have a 
sensible influence on the contract, and that the tax in question is a tax on the 
power of the States and their instrumentalities to borrow money, and conse- 
quently repugnant to the Constitution.” 

The Pollock case held the 1894 Income Tax Act unconstitutional, not only 
on the ground that it taxed income from State securities but also on the ground 
that a tax on the income from property was a direct tax and, therefore, invalid 
because not apportioned according to population. This last ground was the pri- 
mary cause of the amendment to the Constitution which provides that “the Con- 
gress shall have the power to lay and collect taxes on incomes, from whatever 
source derived, without apportionment among the several States and without 
regard to any census or enumeration.” For some time thereafter, it was con- 
tended that the clause in the 16th amendment, “from whatever source derived” 
permitted the taxation of the income from State bonds by the Federal Govern- 
ment. However, in 1920 the Supreme Court in Evans v. Gore (253 U.S. 245), 
held that the 16th amendment conferred no new power on Congress to tax as in- 
come something that Congress could not tax prior to adoption of the 16th amend- 
ment. In this connection, Justice Van Devanter said: 

“Thus the genesis and words of the amendment unite in showing that it does 
not extend the taxing power to new or excepted subjects, but merely removes all 
occasion otherwise existing for an apportionment among the States of taxes 
laid on income, whether derived from one source or another.” 

The fact that the Federal Government has no power to tax income of State 
securities, notwithstanding the provisions of the 16th amendment, was definitely 
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established in the National Life Insurance Company v. United States (277 US 
508). In that case an act of Congress taxing income of insurance companies 
granted a deduction for income tax purposes equal to 4 percent of their reserve, 
Under the terms of the statute, this deduction was considerably restricteg as 
the taxpayer received income from tax-exempt securities. The Supreme Court 
held that such a method of taxation constituted a discrimination against the 
holders of tax-exempt securities and was, therefore, invalid under the Cop. 
stitution. 

In a similar case involving the State taxation of Federal securities held by 
life insurance companies, the Supreme Court has held that a State may not sub. 
ject a taxpayer to a great tax burden upon his taxable property because it owns 
U.S. securities. In this case, Missouri ex rel. Missouri Insurance Co. v. Gehner 

281 U.S. 313), an Ohio statute levied a tax on the net value of the assets of 
insurance companies in excess of the legally required reserve necessary ty 
reinsure its outstanding risks and of any unpaid policy claims. The insurance 
company made a return pursuant to this act. The total value of its personal] 
property was approximately $448,000, including $94,000 in U.S. bonds. The legal 
reserve and unpaid claims amounted to about $334,000. It deducted such bonds, 
reserve, and claims, leaving about $20,000 to be taxed. The State board of 
equalization and the State courts refused to accept this computation, claiming 
that the company’s liabilities were chargeable against all its assets, taxable and 
nontaxable alike, and should be apportioned accordingly. In accordance with 
this conclusion, the State court arrived at a taxable net value by the following 
method : 

“It divided the total taxable assets, $496,265.33 ($349,000, municipal and 
mortgage bonds; $5,265.33, cash; and $142,000, real estate), by the total assets, 
$590,265.33 ($349,000, municipal and mortgage bonds; $5,265.33 cash; $94,000, 
U.S. bonds; and $142,000, real estate). The result was $0.84. The total liabili- 
ties, $333,486.69, were then multiplied by $0.84. The result was $280,128.81. 
This was subtracted from $354,265.33, the total taxable personal assets, leaving 
$74,136.52 as the taxable net value.” 

In other words, the State court held that the law required the reserve and 
unpaid claims to be reduced by the proportion that the value of the U.S. bonds 
bore to the total assets, and by this method used the value of the U.S. bonds 
to increase the taxable amount. The Supreme Court held the statute as so 
construed invalid, stating that ‘because the ownership of U.S. bonds is made 
the basis of denying the full exemtpion which is accorded to those who own 
no such bonds, this amounts to an infringement of the guaranteed freedom from 
taxation.” 

It is to be observed that the pro rata disallowance rule under the Ohio statute 
which was held unconstitutional in the Missouri v. Gehner case is very similar to 
the pro rata rule contained in section 809(d) of the present bill. 


Senator Kerr. Senator Long. 

Senator Lone. I would just like to get your judgment as to the 
attractiveness of U.S. Government bonds for insurance companies in 
this bill. 

If I understand this bill, now, and if we adopt the amendment being 
recommended here, not only would you not pay any tax on the income 
from municipal bonds and from State bonds, and other tax-exempt 
bonds but you would be able to deduct expenses incurred in purchas- 
ing those bonds. 

You would pay the tax on Government bonds, if I understand you 
correctly. That is, you would pay the tax on 2414 percent of ‘the 
income that you received on U.S. Government bonds. | 

Would that be correct? 

Mr. Barno. I think generally that would be correct, Senator: yes. 

Senator Lone. But, on the other hand, with regard to dividends 
from stock companies, it is proposed in this bill that there would be 
this 85 percent dividend credit, if I understand the bill. So you 
would only pay on 241% percent of 15 percent. Is that correct, as 
you understand this bill? 
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Mr. Baruo. I wish you would restate that, Senator. I did not get 
that premise. pet ; 

Senator Lone. It is my understanding on the dividend for cor- 
porate stock that is held by the insurance company, you would first 
wt the dividend credit of 85 percent. That would leave just 15 
sercent of that income subject to tax. And then, if I understand 
wrrectly, you would only pay 241% percent of that 15 percent. Is that 
wrrect—or is that different from your understanding of this bill? 
Mr. Baruo. As I understand the bill, as it is now written, while 
the dividend received deduction is provided for, other deductions 
mnder the bill are reduced on the theory that to fail to do so would 
yovide a double deduction. 

Now, I do not believe that it is necessary to reduce the other de- 
juctions to prevent a double deduction, but that is what the bill now 
provides. : hier 
Senator Lone. Well, now, is this your understanding with regard 
io the taxation of dividends which insurance companies receive on 
srporate stock in other corporations—that they would first get the 
§ percent dividend credit, leaving 15 percent subject to tax, and 
that they would then pay taxes on 2414 percent of that 15 percent at 
the rate of 52 percent ? 

Mr. Baro. No, sir, that is not my understanding—because of this 
adjustment of other deductions. I do not think that the two items 
can be divorced. If you say “We give it to you” on the one hand, 
but in another section of the bill you say “We take it away from you,” 
Ido not believe that you can look at one without looking at the other. 

Senator Lona. Just how does that other section work that takes it 
away from you? How in effect does it take it away from you? 

Mr. Barno. There are sections, one in phase 1 and one in phase 2, 
which say that to the extent that this deduction is allowed the other 
deductions for interest on policy reserves and for phase 2 for other 
things will be reduced proportionately. 

Senator Lone. So in phase 2, then, you feel that you do not get the 
benefit of the 85 percent dividend credit. 

Mr. Barno. We certainly do not, sir. 

Senator Lone. And you pay on that in phase 2. 

Mr. Barno. We pay on that in both phases. It is done in both 
phases, the same thing. 

Senator Lone. I was under the impression that you got the full 
benefit, 85 percent dividend credit. Now, perhaps that is one mis- 
leading impression I had. 

Mr. Barno. I think it is a misleading impression which many have, 
because it is written that way in the bill in one place, but then it 
istaken away in another place, up to a proportionate part, depending 
upon the ratio of reserves to total assets. 

Senator Lone. Well, with regard to taxation in phase 1, it is your 
derstanding that you would get the full benefit or less than the 
full benefit of the 85 percent dividend credit. 

Mr. Barno. Very much less. 

Senator Lone. Now, even in phase 1 you do not get the full bene- 
it of it. 

Mr. Barno. That is correct. 

Senator Lone. It is your understanding that you do not get the 
benefit of it in phase 2 as well. 
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Mr. Batuo. That is correct. 

Senator Lona. Thank you very much. 
Senator Kerr. Senator Carlson. i 
Senator Caruson. If I understand you correctly, Mr. Batho, yq hav 


support the use of a 5-year average earned rate of interest in phage | - 
Mr. Baruo. That is correct, Senator. ‘) hast 
Senator Cartson. Well, now, how much would such a change » of | 
duce the tax revenue, in your opinion ? si 
Mr. Barno. Well, the industry estimates which I have seen inj. vc 
cate that the total tax revenue would be reduced from approximately ; 
S 


$558 million to approximately $514 million, or a reduction of aboy 
mel 

8 percent. a 
Senator Cartson. You do not mean by that that each company| *” 
would get an 8 percent reduction, do you? 4 fro 


Mr. Batuo. No; it would not work that way, Senator. Actually.| : 
there would be a very, very few companies whose tax would be jn. ¢ 
creased by this amendment. The treatment would be different fo| % 
different individual companies. r 

Generally speaking, the companies with conservative valuatio| _’ 
interest rates would receive a larger reduction, while those com.| ™ 
panies with less conservative interest valuation rates would receiy for 


not quite so much benefit. C 
Beyond that, companies which pay tax under phase 1, but not w. ( 
der phase 2, would receive the full benefit of the reduction, whereas 
companies which pay taxes under phase 1 and under phase 2, while 7, 
they would receive the benefit under phase 1 would have half of it 
added back again under phase 2, and they would not receive the en- 0 
tire benefit. I 
Senator Cartson. Well, I am not sure that I completely followed| 
you. Do you have any idea of an example? es 
Mr. Baruo. Yes. If we take two companies, company A and com-| {* 
pany B, and we assume that company A pays no tax under phas 
2—a reduction of $10,000 in phase 1 taxes will decrease its total taxes| 
by $10,000. But, on the other hand, a company, company B, which| ?® 


pays taxes, under both phases 1 and 2, while it would receive a tar __ 
reduction of $10,000 under phase 1, it would have added under phase } 
2 a half of that amount, or $5,000, so that it would receive only: _ 
net reduction of $5,000. i A 

Senator Cartson. Now, in which category does your company 
fall ? $ 

Mr. Batruo. My company, Senator, pays tax under both phases, ‘h 
and therefore we would be like company 2—we would receive ap- th 
proximately half of the full credit. si 

Senator Carison. Well, then, it occurs to me it would not make ib 


much difference whether we had the proposed bill or the 5-year aver: 
age, as far as you are concerned. 

Mr. Barno. Well, we would not gain as much by it as some com- 
panies would, Senator. But I believe that is sound in principk | 
I think that it should be adopted. And because of the fact that th 
some companies would gain more under it than others, I think ther 
is an additional justification for allowing this credit in phase 2 for 
tax-exempt interest, which would be of benefit to companies like |, 
ourselves. 


TAX FORMULA FOR LIFE INSURANCE COMPANIES 411 


Senator Cartson. Thank you very much, Mr. Chairman. 

Senator Kerr. Senator Anderson. 

Senator ANpERsON. As you started out, I thought I was going to 
have a good many questions to ask you, because of the reference to 


— You) retroactivity of the bill and so forth. But I took a good look at the 
* POamel history of the company, and I see it was started with only $26,000 


of paid-in capital, and by stock dividends it has raised that up to 
million. Somebody must be doing a good job of management for 
‘ - ..| along time. 
aa SF Bari. Thank you, Senator. He 
‘of abo Senator ANpeErsoN. I find myself pretty well satisfied with the state- 

ment you have made. I do not completely agree with it, but I think 
itis a good statement. And I certainly think it is a fine company, 
from the results of it. 
Actually Mr. Baro. T hank you, sir. 
ld. be = Senator Kerr. Senator Curtis. _ 

Senator Curtis. I have no questions. 


hange Te 


company 


e Se - 
rent for Senator Kerr. Senator Talmadge. 
: Senator Tatmapcr. I want to compliment you on your lucid state- 
Valuation : , 


ment. It was excellently presented. I could not agree with you 
more on the proposition of tax-exempt bonds. If they are exempt 
for one taxpayer, they ought to be exempt for all. 

Senator Kerr. Thank you very much, Mr. Batho. 

Our next witness is Mr. Guy H. Amerman. 
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2, whil! 9raTEMENT OF GUY H. AMERMAN, VICE PRESIDENT AND ACTUARY 


— 0F CONTINENTAL AMERICAN LIFE INSURANCE CO., WILMINGTON, 
DEL. 


followed 


Mr. AmermMAN. My name is Guy H. Amerman. I am vice presi- 
dent and actuary of the Continental American Life Insurance Co. 
ler phase Be umungton, Del. . 7 
‘tal taxes 1 2m appearing as an officer of my company, as a citizen and a 
B, which! policyholder. - 

‘ve a tay 0 Save a little time, I will attempt to glide quickly over part of 

ler phase) ™Y remarks here. , 

re only 4 As a citizen, I recognize the need for increased revenue. As a 
policyholder, I want it to be based on a sound law that will not hurt 

the insurance companies. 

My company is a stock company but writes only participating in- 
surance. As a result, we partake to a conside able degree of the 
characterization of both stock and mutual companies, and we think 
that our figures, though small, being measured in hundreds of thou- 
sands, rather than hundreds of millions that you have been hearing 
about, are typical of the industry. 

Like many of the witnesses who have appeared, we think the gen- 
pees eral framework of H.R. 4245 is sound. If the Congress has decided, 
rinciple as [am informed it has decided, that the total net income rather than 
act. that only the investment income of life insurance companies must be taxed, 
altho then this bill and basic principle is probably as satisfactory a means 
se 9 for, *8.can be devised. aid 
nial Certain details, we believe, are unsound and I will discuss correction 

of them later. 
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I want to clear up one that appears to be a misconception that has 
appeared several times in the course of these hearings. ‘ 

This bill will tax all the net income of stock companies, It has 
been stated—I am departing here a little from what I have written— 
more than once that only about 13 percent of investment income jg 
being taxed; that roughly 75 percent of the income is exempt; and 
then you apply 52 percent to the balance, so only 13 percent gets 
taxed. . 

The thing that has been overlooked whenever that statement has 
been made is that the more you reduce the taxable investment income, 
the greater you make the taxable income in phases 2 and 3, because 
all of the excess of the true net corporate income over the taxable 
Investment income goes into phases 2 and 3. 

I will give you some figures from my own company which will make 
that very clear in a few minutes. 

The phase 1 net income is related to the old net investment income 
concept and is taxed at 52 percent immediately. The phase 2 net in- 
come is 50 percent of the balance of the net income and is taxed at 59 
percent. Phase 3 net income is the entire balance of net income and 
is temporarily added to policyholders’ surplus, defined in tlre law, but 
if ever found not to be needed for the safety of the policyholders jg 
taxed at 52 percent when distributed to stockholders. 

As I understand it, the initial tax under phase 1 was divided to put 
a floor under the taxable income of mutual companies and to put a 
ceiling on the amount of net income to be taxed under phases 2 and 
3. The allocation of half of the balance of net income to phase 3 is in 
recognition of the fact that the true net income of a life insurance 
company cannot be determined on a year-to-year basis and that con- 
sequently accumulation of reasonable surplus for the protection of the 
policyholders is a necessity. 

Based on our own company net income for 1958, the figures being 
in thousands, we see that our total net income—and this is on a basis 
comparable to what any corporation would be taxed on, not a life 
insurance corporation—is $987,000, of which $802,000 is taxed fully 
in phase 1, $93,000 more taxed fully in phase 2, and $92,000 not taxed 
currently but deferred by being put temporarily in the policyholders’ 
surplus fund as defined. 

The total tax on our income amounts to $460,000, which is 46.6 per- 
cent of our total net income. 

Now, when someone says, as some did today, that the investment 
income is only taxed at the rate of 14 percent, here we see that in the 

vase of an actual company—and these are not unusual figures—I think 
they are fairly down the middle as a company average—we are cur- 
rently taxed at about 47 percent by the Federal Government. We 
are also taxed by the States. 

Senator Kerr. You mean under the bill. 

Mr. Amerman. Under the bill, yes. 

Senator Kerr. All right. 

Mr. AmermMaN. The comparison is that against the $460,000 that 
would be produced by H.R. 4245, just as it is, without amendment, we 
would have had to pay $446.000 if the 1942 basis had been allowed to 
remain in force. We would have been taxed $258,000 had the 1957 
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Mills stopgap law been extended another year. And our tax on 
the 1957 Mills stopgap law on 1957 income was $235,000. 

[| have already mentioned that 91 percent of our total net income 
is taxed immediately, 81 percent in phase 1 and 10 percent in phase 2. 

If you take into account the State premium taxes, which sound 
small, being only 2 percent roughly of gross premium income, but 
actually over 15 percent of net income, it is plain that Continental 
American, as well as life insurance companies generally, is taxed 
immediately more heavily than corporations in general, and ulti- 
mately when phase 3 becomes operative much more heavily. 

Senator Kerr. Phase 3. 

Mr. AMeRMAN. Phase 3, yes. Even allowing for the 52 percent 
Federal rates, so that the 15 percent of net income in the form of State 
remium taxes really only costs us, say, 7 percent, the 7 percent plus 
the 47 percent F ederal tax, immediate F ederal tax I have already in- 
dicated comes to 54 percent, which you see is more than corporations 
generally are paying. 

Now, other speakers have already pointed out that the tax is too 
great under this bill as first drawn, that the aggregate tax, that is, 
p0es beyond the goal which was set, of around $500 million. And 
note that the $500 million i is itself a 71- percent increase in tax over the 
$293 million in 1957. I think this excessive yield can be adjusted by 
correcting two features of the bill which are arbitrary and illogical. 

Now, both have been covered by other speakers and I am not going 
to go into them. 

Senator Kerr. I would be glad if you would go right ahead. There 
isno use speeding up. You are next to the last witness. 

Mr, Amerman. All right. I will cover them, then. 

I think it not on the basis of sound pr inciple but solely as a rule of 
thumb to push the total tax revenue to or above that magic $500 mil- 
lion goal, that the deduction rate in section 805 (b) (2) was ‘based in 
part on the interest rate required to maintain reserves, either the par- 
ticular company rate or the average rate for the industry, if higher. 
Neither rate is proper for this purpose, since both rates are arbitrarily 
determined by management decisions. In any event, no company’s 
tax should any longer be based on the average of other company re- 
sults. This is the global feature on the basis of which we have been 
criticizing every bill since 1940. This feature of the bill should be 
stricken out. 

The industry had proposed, instead, using ae year the actual net 
earned interest rate of each company. This is sound, but was rejected 
as producing insufficient revenue. 

Now it is being proposed to use the 5-year average net e: net rate 
for each company. My own opinion is that the single-y rate of 
each company is proper and sound, but I cannot state that the 5 5-year 
average rate is unsound. And so, ‘if the powers that be want to use 
the 5-year average rate, we will not object—even if we had the power. 

Senator Kerr. I do not like to interr upt you, but you have told us 
that if H.R. 4245 goes into effect as written, it would cost your com- 
pany 54 percent, including your State taxes. 

Mr. Awerman. I said it would cost us 47 percent paid to the Fed- 
eral Government. And I see now I said that incorrectly. It is more 
than that, because the 47 percent is after allowing for the deduction 
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on account of the State taxes. The State taxes are 15 percent of net 
income, roughly, added to the 47 makes 62. I was wrong when I said 
I should only count half of the State premium taxes. 

Senator Kerr. I thought that. 

Mr. Amerman. I was wrong—because that half has already been 
allowed for. ; 

Senator Kerr. So the actual statement would be 62 percent, 

Mr. Amerman. Yes, sir. 

Senator Kerr. Now, then, tell me what effect the amendment yoy 
now urge here of the 5-year average rate—what effect would that 
have? 

Mr. Amerman. In our case, substitution of the 5-year average rate 
would cut off $31,000 of tax, which is just about 3 percent of our 
corporate and net income. In other words, it would reduce the 62 per. 
cent to 59 percent. 

Senator Kerr. All right. 

Mr. Amerman. That comes a little later. 

Now I have made a point with respect to tax-exempt interest jn 
phases 2 and 3 and the dividend received deduction. 

The bill limits allowances to life companies for tax-exempt interest 
and dividends received to about 30 percent of the allowances for cor- 
porations generally. Now, that 30 percent is an average. It would be 
up a little for some and down a little for others. But it is pretty close 
to 30 percent. 

I give a little example here—other examples have been given. There 
are some very fine ones in Mr. Cummings’ testimony, from Minnesota 
Mutual, in that book he gave you. 

Senator Kerr. I was not here when he gave it, but I read it very 
carefully. 

Mr, Amerman. These examples here are simple, which is a virtue, 
and I think approaches it from a little different viewpoint. 

Suppose we taken an ordinary corporation which has a couple of 
millions of spare cash not needed for inventory or what not at the mo- 
ment, so they invest it in tax-exempt bonds and stocks—a million 
each—producing $70,000 of gross income, $30,000 from tax-exempt 
interest and $40,000 from stock dividends. 

Its net taxable income—understanding that the gross income has 
increased $70,000—is increased only $6,000, made up of zero on account 
of the tax-exempt interest and $6,000 on account of the $40,000 of divi- 
dends after taking the 85 percent dividends received deduction. 

Now, if a life insurance company, under H.R. 4245, made exactly 
the same investment, it would have its net taxable income increased, 
not by $6,000 but by $51,000, because section 809(f) would effectively 
take away—the provision of section 815(b)(2) notwithstanding— 
approximately 70 percent of the benefit of tax-exempt interest and the 
dividends received deduction. 

This limitation in the case of life insurance companies—I have 
stuck my neck out here by stating that it is based on a mistaken con- 
ception. It may be based on some other reasoning than what I have 
given here, but this is the way I see it—the mistaken conception that 
the bill taxes life insurance companies on only a part of their invest- 
ment income, and that investment deductions should be correspond- 
ingly scaled down. I have already testified that this bill does not tax 
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ife insurance companies on only a part of their net investment. in- 
wme, but it taxes life insurance companies on total income. And 
nce that is true, we think we should have the same deductions for tax- 
sempt interest and dividends received as other corporations have— 
jot more, but just the same. 

Now, that correction, if made, for the tax-exempt interest and the 
jividends-received deduction, would cut another $13,000 off our tax, 
shich, with the $31,000 I mentioned a moment ago, on account of 
sing the 5-year average, would give a total reduction of $44,000; 
sould reduce our tax from $460,000, under the bill as written, to 
46,000 under the proposed adjustments. 

‘Senator Kerr. Now, what would that leave your tax percentagewise 
sto your net as you estimate it? 1 

Mr. AMERMAN. Well, $44,000 is 4.5 percent of $987,000, if I figure 
| orrectly and quickly in my head. 

So we started with 46.6 under the bill as it was, plus 15 percent in 
State income taxes—that was 61.6. Take off 4.5 and you have got 57 
yercent, give or take a tenth of 1 percent. 

‘Senator Kerr. Is it your recommendation that we leave this bill 
gas to tax you 57 percent? 

Mr. AmerMAN. I don’t think we have much choice. You need a 
lot of revenue. We are not the largest company by any means; in 
fact, we are one of the small ones. You have to get money from the 
industry. We feel that this is perhaps the best we can get, and so 
ve have quit struggling. That is about the size of it. But we would 
like to see you go as far as this. I think you have found a consider- 
able unanimity on both of these things I have suggested—the 5-year 
average and the tax-exempt interest and dividends-received deduc- 
tions. 

We would love it if you would cut our tax still more, but we do 
| not expect you will 

Senator Kerr. Well, now, what would these two amendments cost 
in revenue—and your estimate is H.R. 4245 would produce $558 
million ? 

Mr. AmerMAN. $558 million is the figure that has been given me 
by some of our associations that are in a position to aggregate the 
figures and the estimates of the companies. I believe that the first 
correction, using the 5-year average rate, would cut that from $558 
million down to $514 million. This is, I believe, the best figure the 
| fellows who are doing the estimating now have. 

The other one—I do not know that as precisely as I do the first 
one—but I think it would cut it to just under $500 million—maybe 
$490 million or $495 million. 

Senator Kerr. Now, that is for the 1958 tax. 

Mr. AmMerMAN. Yes, sir. 

Senator Kerr. What is your estimate if the bill were passed as 
written but with just these two amendments? Would it produce in- 
creasing revenue in your judgment, year after year, or otherwise? 

Mr. Amerman. I believe that it would. The growth of the industry 
has been such that I believe you would get, even with these two 
amendments, well over $500 million on 1959 income. 

Senator Kerr. All right, sir; you may proceed. 

_Mr. Amerman. Regarding features important to retain—I am stat- 
ing my opinion, which agrees with that of several others who have 
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portant to retain. : 

If you are going to try to tax the total net income of life companies, 
then there should be retained this provision to tax under phase 3— 
not now, but only at the time of distribution—any amounts added 
to the policyholders surplus account as defined in the bill. 

We are a stock company, as I testified, writing only participating 
insurance. We have still a little nonparticipating insurance in forge, 
We cannot say that we will never start again to issue nonparticipating 
insurance. So we are interested in that item of allowance of 10 per. 
cent of the increase in reserves on nonparticipating insurance, It 
means little to us now, but we think it is a sound provision—and look. 
ing at it from the point of view of the whole industry, it should be 
retained. 

The allowance of 2 percent of group insurance premiums I think jg 
rather obvious. One State requires you to set aside 2 percent of 
group premiums in a contingency reserve that is just like a liability, 
It is just like money spent for the time being. The company should 
be given that allowance, whether stock or mutual. 

The bill contains proper limitation to see that that fund so set aside 
does not become too large. I think that is relatively noncontroversial, 
but I thought I would mention it. 

That is my statement. 

Senator Kerr. Thank you very much. 

Senator Lona. I have no questions. 

Senator Kerr. Senator Curtis. 

Senator Curtis. I have one question. Is your company taxed 
higher than the average for the industry under this proposed law as 
written ? 

Mr. AmermaNn. I do not know. Well, I have this $558 million fig- 
ure for the industry, and the $460,000 figure for our company. I do 
not have the corresponding taxable income, so that I could see how it 
would work out. 

Senator Curtis. I was referring to your 47 percent. 

Mr. Amerman. Well, I think it would be general for insurance com- 
panies to be taxed by this bill, together with—no—you mentioned 47. 
That is just this bill. I think it would be general for the companies 
to be taxed pretty well up toward 45, 46, even up in some cases maybe 
57 percent of their total investment income. Mr. Slator, of the John 
Hancock, testified a few moments ago that the mutual companies 
would actually be taxed $50 million more than—his group of mutual 
companies I think it was—$50 million more than the total of their 
net corporate income, I mean, more than 52 percent of the total of their 
net corporate income would be. I think that there is going to be very 
little income, considering the aggregate, that will escape immediate 
tax in phase 2 under this bill. 

In our case, as I have testified, it is only 9 percent, and that is much 
more than made up by the premium tax levy for which the States are 
already nicking us. ’ 

Senator Curtis. That is all, Mr. Chairman. 

Senator Kerr. Thank you very much. 

Our next witness is Mr. Matthias, 
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STATEMENT OF RUSSELL H. MATTHIAS, GENERAL COUNSEL, STATE 
FARM LIFE INSURANCE CO. OF BLOOMINGTON, ILL. ACCOM- 
PANIED BY ROBERT C. PERRY, FIRST VICE PRESIDENT 


Mr. Marrutas. My name is Russell H. Matthias. I am general 
counsel of the State Farm Life Insurance Co. of Bloomington, IL., 
which is a stock company, organized in 1929, with over 427,000 policy- 
holders and with slightly over $1,382 million of insurance in force. 
Our company does not write accident and health or industrial insur- 
ance and only a limited amount of group. 

Senator Kerr. Do you write credit insurance? 

Mr. Marrutas. We write a limited amount of credit insurance on 
our automobile finance premiums; yes, sir. 

We are what is usually known as an ordinary company writing 
individual policies on individual lives. All of our business is partici- 
pating, even though we are a stock company. 

Associated with me is Robert C. Perry, first vice president, who will 
assist on any actuarial questions. 

My discussion is limited solely to H.R. 4245 and its effect on our 
company and those similarly situated, regardless of the amendments 
heretofore presented by representatives of mutual and stock compa- 
nies during these hearings. 

In the case of State Farm Life Insurance Co., the Federal income 
tax for 1957 was $333,000. 

If the same stopgap formula applied to 1958, the tax would have 
been $401,000, an increase of 20 percent in itself. 

However, under H.R. 4245 the 1958 tax for State Farm Life would 
be $1,419,000 broken down by phases 1 and 2 as follows: $869,000, 
phase 1, and $550,000, phase 2, with an additional liability for tax on 
accrued but previously untaxed income at the end of 1957 of just 
under $80,000 more. That is the carryback. 

Thus, H.R. 4245 creates tax liabilities of $1,499,000 with respect to 
income accrued prior to 1959. This is 414 times the tax for 1957 and 
over 314 times the 1958 tax on the stopgap formula. It is well over 
twice the tax payable under the so-called 1942 law now in effect— 
$697,000. 

It has been said frequently during the development of H.R. 4245 
that one purpose of the law is to tax specialty companies not previ- 
ously subject to much tax. State Farm is a stock company, but it is 
not a specialty company in any sense. It was incorporated 30 years 
ago as the second step in the plan of the State Farm Companies to 
support one agent in providing personal insurance service to his 
clients, which essentially is coverage for the private passenger car, the 
residence and its contents, and the family financial security program 
through ordinary life insurance. 

Our institution is a pioneer in this method of serving clients 
through one agent for both selling and servicing, backed by nearby 
regional offices for the administrative work. 

While 1929 was probably the worst possible year to begin a life 
insurance operation, we have managed to pay dividends to policy- 
holders each year beginning with the first. It has taken great care 
and long-range planning to gradually increase interest yields over 
along period until the net before Federal income taxes in 1958 was 
3.88 percent, which, of course, is not spectacular. 
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Through conservative policy or management of the mortality strain 
and expenses our life company has always operated within its pre- 
mium income, its capital and surplus to protect policyholders now 
standing at $20 million against $164 million of assets. 

As an integral part of the charting of our future security each 
year, we have considered it desirable to hold more than the usual 
margins of safety in the surplus position on the basis that our death, 
maturity, and surrender dividends would eventually distribute accu- 
mulated surplus equitably among persisting policyholders. Now we 
are being penalized for having accumulated safety margins on a con- 
servative basis in the interest of our policyholders. 

In addition to this method of distributing surplus to those policy- 
holders who step out of our mortality pool at older ages, annual 
policyholder dividends are paid, being computed under the asset 
share mehod of surplus distribution, projected 20 or more years into 
the future. 

To make any change in either or both of these methods of distribu- 
tion of surplus is a very complex operation. It is necessary to clas- 
sify each policy as to kind, year of issue, and age at entry, and then 
project the formula each year for 20 years, and in most instances 
even farther, to terminal ages of 55, 60, and 65. 

There is no way of knowing prior to 1958 what the proposed Fed- 
eral income tax legislation would develop and without something 
specific no plan could be made for changes in the formula of distri- 
buting policyholder dividends. 

In view of previous statements made by the taxing authorities, 
now in 1959 we were surprised to learn that the final form of H.R. 
4245 resulted in a fourfold increase in 1958 taxes over the formula 
in effect in 1957. 

We shall have to make some very important readjustments in our 
financial planning which, in the life insurance business, requires pro- 
jections far into the future. These changes cannot be made to take 
effect immediately. Naturally, we must produce a formula that will 
pay whatever tax Congress sees fit to apply, but we should not have 
to do it suddenly, even retroactively, through application to the opera- 
tions closed for 1958, We should be given time for study and the 
development of a program which will properly reflect any new level 
of taxes to which our business is subject. 

Such substantial increases in Federal income taxes as have been 
indicated so obviously affect the ability of the company to accumulate 
adequate surplus to protect policyholders, and to pay dividends to 
policyholders and stockholders, that there is no need to belabor the 
point. Such abrupt tax increases on a retroactive basis do not seem 
to be reasonable and equitable. We therefore urge that considera- 
tion be given to providing for a transitional period of not less than 
5 years during which taxes according to the stopgap law in effect 
for 1957 would gradually grade into those required under H.R. 4245. 

I notice in the hearings, Senators, that there has been this pro- 
jection made—that is, they have talked about transitional periods, but 
nobody has offered a formula. 

We propose for consideration a formula which limits the combined 
tax from phases 1 and 2 only of H.R. 4245 to a maximum of either 
(1) a percentage of the tax under the stopgap formula in effect prior 
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to 1958, or (2) a percentage of the tax under H.R, 4245, whichever 
jg the larger. The maximums we suggest as appropriate are: 
For 1958, 175 percent of stopgap or 50 percent of H.R. 4245, 
whichever is larger; 
For 1959, 200 percent of stopgap or 60 percent of H.R. 4245, 
whichever is larger; 
For 1960, 225 percent of stopgap or 70 percent of H.R. 4245, 
whichever is larger; 
For 1961, 250 percent of stopgap or 80 percent of H.R. 4245, 
whichever is larger; 
For 1962, 275 percent of stopgap or 90 percent of H.R. 4245, 
whichever is larger. 

As previously mentioned, this maximum would relate only to phases 
jand2. Phase 3 would not be affected, 

A transitional formula such as that suggested would seem to be 
suitable in the light of a statement made by Mr. Robert B. Anderson, 
Secretary of the Treasury, in a letter to Chairman Mills, of the House 
Ways and Means Committee, dated April 10, 1958, relating to a new 
method of taxing life insurance companies. 

We quote: 

Provision should be made for a gradual transition to the new method over 
a 3- to 5-year period. During this transition, the tax would be computed as.a 
weighted average of the tax under the new method and the tax under the 
present stopgap method, with gradually increasing weight to the new method. 

The proposed transitional plan provides for a substantial immediate 
increase in taxes, ranging upward from 175 percent of those payable 
under the stopgap formula. At the same time, such a transitional 
plan would give companies such as ours an opportunity to make ad- 
justments in our plan of operating so as to make appropriate financial 
provision for the new level of taxes to be applicable to the life in- 
surance business and its policyholders. 

I might say, as an additional statement, that we use the 175 percent 
basis because the Treasury is seeking an additional 70 percent over 
the stopgap formula, and this goes as high as 75 percent. 

Senator Kerr. Have you estimated the cost of the amendment you 
have suggested in the fiscal years designated as being those that would 
be included in the transition period ? 

Mr. Marruias. No, sir, Senator. That is a pretty hard estimate. 

We do not have the figures. So we could not estimate it. 

Senator Kerr. Any questions? 

Senator Cartson. Mr. Chairman, those of us out in the great agri- 
cultural Midwest have followed with great interest the growth and 
development of the State Farm Life Insurance Co. of Bloomington. 

I wanted to ask you this question. Is your company really a parent 
company in a way of life insurance companies such as have been or- 
ganized by the Kansas State Farm Bureau ? 

Mr. Marrnias. Senator, we started the original company, State 
Farm at Bloomington, and we had associated with us all the farm 
bureaus, including those of your State, Kansas, and those of the 
Senator from Nebraska. And then, as we grew, and as the farm 
bureaus became more profitable, they broke off and organized their 
own automobile companies, their own fire companies, and their own 
life companies. And we assisted in that preparation. And we are 
happy to see them do it. 
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Senator Carson. I have a wire from the president of the Kansas 
Farm Life Insurance Co. of the Kansas Farm Bureau, and I would 
like to ask that it be made a part of the record. He expresses him. 
self pretty much as Mr. Matthias has in regard to this bill. 


Senator Kerr. The telegram will be made a part of the record at 
this point. 


(The telegram reads as follows:) 


Senator FRANK CARLSON, 
U.S. Senate Office Building, 
Washington, D.C.: 

Kansas Farm Life greatly concerned taxation of life insurance companies, 
We feel new legislation will result in higher costs of insurance to policy- 
holders and that insufficient consideration has been given to the economic 
impact of such. We are not opposed to a reasonable increase in Federal tax 
but feel that the method of predetermining the amount of tax desired from 
the industry is unfair and discriminating legislation. Full allowance should 
be given to exempt interest on municipal securities. Present bill does not 
permit such since tax is imposed on exempt interest income in phase No, 2 
when gain from operations is considered. Our portfolio contains 27 of such 
securities and loss of even a part of exempt status would make such issues 
less desirabie for investment. Other investors are not so penalized. A large 
part of our holdings are Kansas municipal issues. Small companies must 
not be placed in jeopardy by excessive tax burden. The proposed legislation 
would at least double our present total tax and as such might well result in 
injury to the policyholders we serve. 


W. I. Boone, 
President, Kansas Farm Life, Kansas Farm Bureau. 

Senator Kerr. Senator Curtis. 

Senator Curtis. What State Farm companies are associated to- 
vether, using the same agents? 

Mr. Marrutas. State Farm Mutual Automobile Insurance Co, 
State Farm Fire & Casualty Co., State Farm Life Insurance Co. 
Senator. Incidentally, we have a branch of our office in your State, 
sir. 

Senator Curtis. Two of them are stock, or just one? 

Mr. Marruias. Two of them are stock—the fire company and the 
life company. 

Senator Curtis. Mr. Chairman, the hour is late. I have no further 
questions. 


Senator Kerr. Gentlemen, I think you are one of the most wonderful 
groups of witnesses I have ever seen. I appreciate your patience and 
indulgence. 


We will now recess until the 17th. 
(By direction of the chairman, the following is made a part of the 
record :) 
LirE INSURANCE ASSOCIATION OF AMERICA, 


New York, N.Y., March 15, 1959. 
Hon. Harry Froop Byrp, 


Chairman, Senate Finance Committee, 
U.S. Senate, Washington, D.C. 


Dear SENATOR Byrp: Several witnesses appearing before the Senate Finance 
Committee during the recent hearings on the taxation of life insurance companies 
contended that H.R. 4245 indirectly disallows a complete deduction for interest 
on tax-free bonds. It was estimated that the granting of a full deduction for 
interest on such bonds, without reduction of the reserve interest deduction, would 
result in a revenue loss for tax year 1958 of approximately $35 million. This 
estimate assumes that the bill would be amended in both phase 1 and phase 2. 
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The Life Insurance Association of America has not taken a position with 
respect to this issue. In our study of the matter, however, we have come to the 
conclusion that the question raised with respect to H.R. 4245 could also be raised 
with respect to the 1942 act. While the 1942 act and the pending bill deal with 
the subject of tax-free interest somewhat differently, the end result in both 
cases is to exclude tax-free interest in one part of the computation of taxable 
jpcome, but to deny a deduction for such tax-free interest insofar as it constitutes 
a part of the reserve interest requirement. Approximately the same treatment— 
and therefore the same constitutional question—prevailed under the Mills-Curtis 
stopgap law applicable to tax years 1955 through 1957. 

The purpose of this letter is to suggest that, in your further consideration of 
the question of interest on tax-free bonds, recognition should be given to the fact 
that the revenue for tax year 1958, under the 1942 law, would be reduced to below 
$470 million if the change in treatment of such interest as recommended in 
connection with H.R. 4245 were also applied to the 1942 law. In this connection 
witnesses before your committee have urged that sound tax principles rather 
than precise revenue goals should govern the ultimate terms of H.R. 4245, and 
we were gratified to note that several members of the Senate Finance Committee 
expressed concurrence on this viewpoint. In that event, of course, the revenue 
that would be produced under the 1942 act would be irrelevant. 

We recognize, however, that the existence of the 1942 law creates an unusual 
legislative situation which might exert some influence on the final decisions 
Congress reaches with respect to this legislation. Consequently should your 
committee decide to amend H.R. 4245 to grant a full deduction for reserve- 
interest requirements as well as a full deduction for tax-free interest, then it 
would seem only fair that in your considerations the revenue estimate under the 
1942 law should be reduced to the range of $460 to $470 million. 

In other words, if in considering H.R. 4245 the constitutional question is de- 
cided in favor of the taxpayer, it should be decided the same way in connection 
with the 1942 law, with a corresponding reduction in the estimates under the 
law. If such a course is not followed, the life insurance business might be 
placed in a position where insistence upon the $500 million estimate under the 1942 
law as a revenue target might preclude the consideration by the Senate Finance 
Committee of other changes in the bill which are both meritorious and sound 
in principle. 

Sincerely yours, 
EvuGENE M. Tuoré, 
Vice President and General Counsel. 
(See also p. 124.) 


STATEMENT SUBMITTED BY FRANK P. SAMFORD, PRESIDENT, LIBERTY NATIONAL 
LIFE INSURANCE CO., BIRMINGHAM, ALA., ON H.R. 4245, Lire INSURANCE CoM- 
PANY INCOME Tax AcT oF 1959 


My name is Frank P. Samford. I am president of Liberty National Life Insur- 
ance Co. of Birmingham, Ala., and I am speaking for that company. Liberty 
National is a comparatively small company with total assets of $262 million. It 
is a stock life insurance company, and all of its business is nonparticipating. 

I have read most of the testimony given before your committee on March 10, 
11, and 12, and I would like to address my entire statement to the importance 
of leaving in H.R. 4245 the special deductions permitted stock life insurance 
companies. 

I have always opposed the so-called corporate approach for the taxation of 
life insurance companies for two reasons. First, I feared that such an approach 
would result in superimposing a measure of Federal supervision on top of 
State supervision since it would require the Internal Revenue Department to 
check the operations of life insurance companies, including their reserve calcula- 
tions. Second, I feared that the corporate approach would make it impossible 
for stock life insurance companies to build sufficient safeguards into their 
financial structures. My experience as a director of other corporations has 
taught me that every plan is considered on the basis of tax consequences. I felt 
that if this were injected into the operations of life insurance companies so that 
tax considerations might be considered before safety of policyholders, the result 
might be to undermine the safety of stock life insurance companies. 
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For these reasons I was very hopeful that the House Ways and Means 
Committee with the assistance of the Treasury Department would find a proper 
method for taxing stock life insurance companies without resorting to the tota) 
income or corporate approach. I would like to say in the beginning that I belieye 
a fair and equitable tax law should provide the same safety and security for 
policyholders of a stock company as is provided for policyholders of a mutna) 
company and at the same time should place the stockholders of a stock life 
insurance company in exactly the same position as the stockholders of any other 
corporation. The stockholders of life insurance companies are entitled to no 
more favorable treatment than the stockholders of any other corporation. 

The House Ways and Means Committee in H.R. 4245 recognized these problems, 
but apparently was not able to devise a plan that would properly tax stock 
companies without resorting in part to the so-called total income or corporate 
approach. Honorable Wilbur D. Mills, chairman of the House Ways and Means 
Committee, in presenting this resolution to the House made this statement accord. 
ing to the Congressional Record: 

“Our willingness to tax the companies on total operations does not in itself 
eliminate the serious problems that we faced in this industry, and it was neces. 
sary to design a total income tax that would take into account the difficulty in 
measuring profit on longrun business and the difficulty created by the predomi- 
nant position of the large mutual companies.” 

I believe that H.R. 4245 has to a large degree met these difficulties. However, 
it any of the allowances granted stock companies should be removed or disallowed, 
in my judgment, the competitive position of the two types of companies would be 
destroyed. In that event the stock companies would not only be unable to compete 
with the large mutual companies, but would have difficulty in maintaining 
sufficient margins of safety to protect their existing policyholders. 

To meet the difficulties outlined by Mr. Milis, H.R. 4245 provides a special 
deduction of 10 percent of the increase in reserves on nonparticipating insurance 
contracts in computing underwriting income. I am convinced that this pro- 
vision is absolutely essential if companies such as ours are to remain sound 
and justify the continued confidence of our policyholders and of the insuring 
public. As has been previously pointed out to this committee the higher pre 
miums charged on participating life insurance are a very effective safety 
margin. Because of these higher premiums mutual companies do not need as 
great a surplus or contingency reserve as do stock companies. In the event 
of adverse experience, policy dividends can be reduced by mutual companies. 
This expedient is not available to stock companies which must rely entirely 
on their surplus and contingency reserves. 

If an income tax at the corporate rate were levied on all funds that might 
be added to the surplus and contingency reserve of a stock company, I believe 
it would be impossible for such a company to maintain adequate safety margins. 
Such a law would make it necessary for nonparticipating premium rates to be 
increased on business issued in the future. Since this would have the effect of 
putting stock companies out of competition with mutual companies, it would 
greatly reduce the volume of business which they could hope to acquire. Even 
more serious than this, however, would be the effect upon existing policyholders. 
Sound management dictates, and has always dictated when there was no tax con- 
sideration. that each year as reserves increase, surplus should be increased. 
The necessity for surplus was clearly brought out by Mr. Menry F. Rood, senior 
vice president of the Lincoln National Life Insurance Co., in his testimony before 
this committee. Each year as reserves increase on policies issued many years 
ago, it is necessary for the company in some way not only to establish the 
reserve but to also establish as a safety margin a percentage of this reserve 
increase. In the case of nonparticipating policies a larger percentage is received 
than in the case of participating policies. 

The value of a dollar today is very much less than it was when many of 
the policies that are presently in force were issued. It is true that the pay- 
ment the company is called upon to make is in these same devalued dollars, but all 
of the expense incident to handling the business must be paid in depreciated 
dollars, or to put it another way, at inflated prices. Fortunately for the life 
insurance companies and their policyholders, mortality has improved. This has 
made it possible for the companies to meet operating expenses and maintain 
satisfactory surpluses as well as to pay dividends to stockholders. 

There is an important additional reason for the special 10-percent deduction 
that should not be overlooked. It is a recognized fact that reserves maintained 
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by stock companies are on the average lower than reserves maintained by 
mutual companies on comparable policies. Which type of company is main- 
taining the proper reserve? Only the future will tell. Both types of companies 
assume the same ultimate obligation; in the process one company undertakes 
to earn 3 percent or 34% percent on the policy reserves while another company 
obligates itself to earn only 2 or 24% percent. The company assuming the higher 
interest rate puts up a smaller reserve. This means that under similar con- 
ditions its apparent net gain from operations is greater than that of the com- 
pany putting up the larger reserve. If the full net gain from operations is taxed, 
then it is clear that the company putting up the smaller reserve will pay more 
taxes and will consequently have less funds remaining to guarantee its policy ob- 
ligations than the company which puts up the larger reserve. Traditionally the 
stock companies have assumed the higher interest rate which means that they 
have put up the smaller reserves. These reserves may or may not be adequate. 
If the mutual companies are right, then the reserves of stock companies will 
prove to be inadequate, and if extra funds are not available to the stock com- 
panies from surplus or contingency reserves, these companies will be in trouble. 

In our company the effect of this higher interest assumption is vividly il- 
lustrated by the following facts: Our average interest requirement on all re- 
serves is approximately 3.2 percent which is substantially above the industry 
average. If we were to recalculate our reserves on the basis of 2% percent, 
our total capital, surplus, and contingency reserve would be reduced by more 
than one-half. Furthermore, if all of our reserves had been on this basis for 
the year 1958, our apparent net gain from operations for the year would have 
been reduced by approximately one-third. In fact, the reduction would have 
been slightly greater than the 10 percent special deduction permitted us by H.R. 
4245. In other words, this 10 percent deduction would only serve to place us 
ina comparable position taxwise with a company assuming a 2%4-percent interest 
return. In our case, therefore, this 10-percent deduction is not really available 
to provide contingency margins comparable to those provided by the higher 
premiums charged by mutual companies since it is all needed to adjust for the 
lower reserves which result from our higher interest assumption. 

Historically, stock companies when first organized usually established the 
minimum reserves permitted by the statutes of the States in which they operate. 
As they have grown and as funds have been available they have strengthened 
reserves. In our case a large volume of business was issued with an interest 
assumption of 4 percent. Over the years we have added to these reserves, but 
at the present time, as I have said, our average interest requirement on all re- 
serves is still approximately 3.2 percent. We had hoped to continue to 
strengthen these reserves but probably will not be able to do so if H.R. 4245 
is enacted. This would make it imperative that we have safety margins over 
and above our reserves if we are to be sure that all contract obligations can 
be met. 

The other provision contained in H.R. 4245, which I think is essential, is the 
deferment of one-half of the tax on underwriting income until such time as it 
has been clearly established that the profit to be taxed was in fact profit and not 
simply a bookkeeping entry. 

Everyone recognizes the long-term nature of the business. A contract is not 
completed until the policy has terminated. Policies in force upon which pre- 
miums are being paid can really be considered as “work in process.” A con- 
tractor constructing a building cannot determine with certainty when the build- 
ing is half completed just what his profit or loss has been up to that point. Only 
when the building is finally completed and accepted by the owners and all bills 
have been paid by the contractor does he know with certainty the amount of 
profit, if any, which he has made on his contract. The same is true with a life 
insurance policy except that instead of terminating in 1, 2, or 3 years, it extends 
over a much longer period. The cases are alike, however, in that a life insur- 
ance company cannot definitely determine its profits as long as the contract is 
still in force and has not been completed. 

Mr. Mills in explaining this provision to the House of Representatives made 
the following statement: 

“This provision basically reflects uncertainty as to whether or not the other 
50 percent is, in fact, income until the longrun contingencies have been elimi- 
nated. When the company, however, by its own action indicates that the policy- 
holder surplus is not needed in the business and distributes it to stockholders in 
any manner whatever, then the money comes back into the tax base. 
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“In dealing with the underwriting income, therefore, it is provided that no 
funds will be paid to shareholders before they have paid the full corporate rate. 
just as is the case with respect to the tax on dividends of any other corporation, 
In view of the difficulty of me assuring this income on an annual basis, however. 
we provide that the company can postpone tax on part of this income as long 
as it is held as a surplus earmarked for the policyholders and not for the stock. 
holders.” 

To my mind this is an eminently sound provision, and I would emphasize 
that the deferment of this tax is not for the benefit of stockholders but to pro- 
tect the millions of policyholders who hold nonparticipating or guaranteed cost 
life insurance policies. 

Some of the questions directed by members of your committee to witnesses 
have indicated a feeling that the 10-percent special deduction and the under- 
writing gains on which taxes are deferred would be available to companies for 
the purpose of expansion. It is inconceivable to me that these funds would be 
so used. While not required by State law and not assigned to individual poliey 
contracts, these funds are nevertheless in the nature of reserves and would be 
invested for the protection of policyholders in the same manner that policy 
reserves are invested. The necessity of maintaining an adequate surplus for 
the protection of policyholders has always been recognized by the companies, 
So long as these funds are retained as surplus they are not available to finance 
the expansion of a company. 

I am sure you will agree that the institution of life insurance has an enviable 
record for safety and soundness. The public generally accepts the fact that 
the companies are sound and that they are and will continue to be in a position 
to pay claims under policies as they arise. I am convinced that no member of 
this committee wishes to impose a tax upon stock companies which would have 
the effect of jeopardizing the ability of the companies to pay claims as they 
mature. The House Ways and Means Committee felt that the special deduction 
of 10 percent and the deferment of one-half of the tax on underwriting income 
were necessary to avoid this danger. I would urge this committee to allow these 
provisions to remain unchanged. 

Before I close, I would like to tell you the effect of H.R. 4245 on our company. 
Under the 1955-57 law (the Mills-Curtis Act), our tax on 1958 business would 
have been about $735,000. Under the 1942 law our tax would be about $1,250,000. 
Under H.R. 4245, as well as we can calculate it, our tax would be about $2 million. 
It is clear from these figures that even with the allowances provided for stock 
companies writing nonparticipating business our tax would still be materially 
increased. 

I appreciate your courtesy in allotting time to me, but since there have been 
so many Witnesses I am filing this statement instead of taking the time of the 
committee to present it personally. 


THE Murua. Lire INSURANCE Co. oF NEW York, 
Pueblo, Colo., March 11, 1959. 
Hon. Gorpon ALLort, 
Senate Office Building, Washington, D.C. 

Drar Gordon: Thanks for your prompt answer to my telegram. I am very 
happy to relay any thoughts I might have in regard to this pending legislation. 

There are some 120 million life insurance policyholders in America, and the 
cash values of their policies represent the one largest savings element in the 
country. To discourage this ambition to be self-reliant and independent is not, 
in my opinion, healthy for our national economy. The more people who can 
become financially independent, the fewer people charity or government will 
have to support in times of adversity. This bill will increase the cost of their 
thrift and the vital protection which goes with it. Why penalize the life insur- 
ance industry, which is the only institution that guarantees family security from 
the first day a contract is signed. If widows and orphans had to survive on 
their other forms of savings to supplement social security, they would be in a 
bad way. 

In a mutual life insurance company there are no “profits.” Any “profits” 
are returned to the policyholder as a refund. Of course, this is not true in a 
nonmutual or stock company. A share of the profits go to the stockholders, 
who are entitled to a return on their investment. But they are not necessarily 
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policyholders. The sole aim of a mutual company is to provide insurance at 
the lowest possible cost. 

In virtually all cases, H.R. 4245 would impose an unfair penalty on mutual 
policyowners by failing to grant mutuals a tax deduction when their operating 
gains are less than their investment income. Such a deduction is provided for 
the stock company. 

This bill gives an advantage to the life insurance companies which use higher 
jnterest assumptions on policy reserves. But higher interest assumptions pro- 
duce reserves on policy obligations, and are therefore less conservative. The 
pill could be amended so as to use a 5-year individual company average for com- 
puting the reserve interest deduction, so as to treat each company individually 
and avoid basing the tax on an industrywide average, which would favor some 
companies and penalize others. I believe the provisions in regard to qualified 
pension plans should be revised so that they would receive the same tax treat- 
ment as trusteed plans. 

The provision providing for taxing investment income from annuities is unfair. 
It is just another form of double taxation. 

There are many more inequities in the bill, but these are the most glaring. 
The life insurance industry expects to pay their fair share of the taxload, but 
I believe this does not fit that description. 

I appreciate hearing from you and I hope you will be able to help us get this 
pill amended. 

Kindest personal regards. 

Most sincerely, 
Guy L. Evans, 
Field Underwriter. 
P.S.—Give my regards to Warren Elliott. 





NATIONAL ASSOCIATION OF MUTUAL SAVINGS BANKS, 
New York, N.Y., March 16, 1959. 
Hon. Harry F. Byrp, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D.C. 


My Dear SENATOR Byrp: We refer to H.R. 4245, the proposed “Life Insurance 
Company Income Tax Act of 1955.” As you know, in the States of New York, 
Massachusetts, and Connecticut, mutual savings banks are authorized to engage 
in the life insurance business. Section 594 of the Internal Revenue Code pro- 
vides in effect that such banks are to be taxed like ordinary corporations on 
that part of their income not allocable to the business of the life insurance 
department, and on the income of the life insurance department ‘‘at the rates of 
and in the manner provided in subchapter L (sec. 801 and following) with 
respect to life insurance companies.” 

We express no opinion in this letter on the substantive merits or demerits of 
the bill. We have, however, reviewed it in an effort to determine whether there 
is anything in it inconsistent with the general scheme of section 594. So far as 
we can determine, there is no such inconsistency, but we should appreciate it 
if your committee could in its report confirm our interpretation, for instance, by 
stating that nothing in the bill is intended to change the practice of treating 
life insurance departments of mutual savings banks as life insurance companies 
for the purpose of computing the partial tax on the income of such life insurance 
departments described in section 594 of the Code. We have particularly noted 
the provision of section 817(b) of the bill whereby certain gain is required to 
be determined by reference to the fair market value of property on December 31, 
1958, if on that date the fair market value exceeds the adjusted basis, and the 
taxpayer has been a life insurance company at all times on and after that date. 
We assume that this provision, or any similar provision, would apply in com- 
puting the tax of a savings bank life insurance department even though in a 
technical sense, the department is not a life insurance company. 

Another provision which has given some concern to us is that of the last 
Sentence of section 811(b) (1), which states that in computing the deduction for 
dividends to policyholders, there shall be included as amounts held (as reserves 
for dividends to policyholders) at the end of any taxable year “amounts set 
aside, before the 16th day of the third month of the year following such 
taxable year, for payment dnring the year followjng such taxable year.” In 
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New York, the actuary of the savings banks life insurance fund is required to 
analyze and prepare figures for the annual report of 48 issuing banks and to 
make dividend recommendations to those banks. It is physically impossible to 
complete this work for all these banks before the last week of February. Ag 
a part of this study, the amounts of dividends to be set aside for the following 
year are determined. These figures are then placed in the annual reports to 
the superintendent of banks, which are due on March 1. It may not be possible 
in all cases to complete formal action for setting aside reserves for dividends by 
the 15th of March. A similar situation prevails in Massachusetts where the 
State actuary is required by law to make corresponding determinations for each 
of the issuing banks in that State. Accordingly, we should appreciate your 
committee’s giving consideration to changing the last sentence of section 
811(b) (1) to read as follows: 

“For purposes of subparagraphs (A) and (B), there shall be included as 
amounts held at the end of any taxable year amounts set aside before the time 
prescribed by law for filing the return for such taxable year (including extep- 
sions thereof), for payment during the year following such taxable year.” 

This would correspond, for instance, to the somewhat similar treatment pro- 
vided for accrual basis taxpayers with respect to contributions to pension trusts 
in section 404(a) (6). 

Very truly yours, 


WrtxiiaM A. Lyon, President. 


STATEMENT OF C. H. POINDEXTER, PRESIDENT, COASTAL STATES LIFE INSURANCE Co, 
Re: H.R. 4245 


Coastal States Life Insurance Co. is a small company, with just over $200 
million insurance in force and assets approximating $24 million; it is also a 
young company, converted in 1947 to a stock company from a fraternal. It is 
engaged in the ordinary, industrial, and group life insurance fields, and also 
writes individual and group accident and health contracts. 

After a careful examination of H.R. 4245, we believe that its passage would 
be disastrous to the competitive position of our small company and all other 
small or young companies in the Nation engaged in a similar business. The 
tax burden would be less serious than the competitive disaster from the special 
tax deductions proposed for those large mutual companies that now dominate 
certain fields. Its immediate impact would be the complete destruction of our 
carefully developed group and group accident and health operations, because we 
would be unable to compete with those companies able to write tax-exempt 
pension plans in combination with other group, using pension windfalls for 
dividends on group and group accident and health. 

In general, we do not feel that a tax measure, beginning with 1959, reduces 
the taxes imposed upon a handful of companies, while most life insurance com- 
panies must pay 70 percent or more increases, is other than unjust, inequitable, 
unfair, capricious, and dangerous to the economy, to which the rapidly growing 
smaller companies are vital, especially in the Southeast, Southwest, Mountain 
States, and Midwest. 

The measure, as sent to the Senate, provides certain “alleviating sections” 
for small stock companies, including a special treatment of preliminary term 
methods of reserving. However, many small companies would find it very diffi- 
cult to avail themselves of these deductions, since they would require three dit- 
ferent sets of books, three versions of accounting, and very sharply increased 
home office expense. 

We are convinced, especially in view of the testimony before the Senate Finance 
Committee by representatives of every segment of the life insurance industry, 
that the investment income approach is the only method by which Congress can 
develop a tax bill that would be both productive to the Treasury and fair to 
everyone in the industry. The so-called Mills-Curtis stopgap, with a readjusted 
deduction rate to provide a greater tax yield, is such an approach. 

To the small life insurance company, three things are most important in a 
Federal income tax bill: (1) its competitive effect, in which H.R. 4245 appears 
to be the worst ever proposed: (2) its stability and long range effect, both of 
which are lacking in H.R. 4245: (3) simplicity. Of these three, for many of 
us, the third is almost the most important, and H.R. 4245 is the most complex 
labyrinth of words, mysterious mathematical calculations, combinations of un- 
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related average results, and violations of accepted accounting practices that can 
be imagined. 

The Treasury, in 1958, sought the tried-and-rejected total income approach, 
pecause it yielded more money ; this year they abandoned it, because gains from 
operations had sharply declined and the prospective yield of their pet bill would 
be about $100 million less than the sum they had hoped for. H.R. 4245 repre- 
gents nothing more than the piling of unrelated figures arbitrarily together to 
obtain a result approximating the yield of the 1942 act, which the Treasury 
agrees is unjust and unreasonable. 

Small insurance companies, with an experience such as ours at Coastal States 
Life, hope that from these hearings will develop a measure that will produce 
adequate revenue, that will not require too frequent revision, and that will not 
destroy them competitively by special tax allowances to their larger rivals. 





STATEMENT OF STERLING HOLLOWAY, CHAIRMAN OF THE BOARD OF CONTINENTAL 
LIFE INSURANCE Co, 


My name is Sterling Holloway. I am chairman of the board of Continental 
Life Insurance Co. of Fort Worth, Tex., a stock company organized February 
18, 1948. 

Continental Life Insurance Co. issues nonparticipating and participating 
ordinary life business. 

Our company had operating losses in the years 1955, 1956, and 1957, but we 
made a small profit in 1958. Our company is a member of the Texas Life Con- 
vention and our position concerning H.R. 4245 is generally in agreement with 
that of the Texas Life Convention, being different only in emphasis. Our views 
can be summarized as follows: 

We believe that on sound tax principles and to avoid discrimination between 
classes of companies, the ideal solution would be a Federal income tax law impos- 
ing a tax on net investment income, defined substantially as in phase 1 of H.R. 
4245, with an additional provision that any funds over and above amounts 
transferred to shareholders’ surplus account which are distributed to stock- 
holders in the form of cash dividends would be subject to tax at the time of 
distribution. 

However, we feel that the degree of discrimination presently contained in 
H.R. 4245 is not unbearable and that it could be somewhat mitigated by the 
following amendments, which we urge be given consideration by the committee: 

1. An amendment to section 805 to provide for the use of each individual com- 
pany’s 5-year average net interest earned rate, in lieu of the average now pro- 
vided in computation of the deduction rate. 

2. An amendment of section 809(d) (6) to provide an increase from 10 percent 
to 12 percent in the deduction for increases in nonparticipating reserves. This 
increase was urged before both the Treasury staff and the House Ways and 
Means Committee and can be fully justified and supported by statistical studies. 
5. An amendment to provide that tax-exempt interest would in fact be fully 
tax exempt in all phases of H.R. 4245. 

4. An amendment to the provision for a shareholders’ surplus fund to provide 
that any surplus contributed by shareholders in the future will be immediately 
credited to such fund. 

5. An amendment to create what might be called an “accumulated surplus 
account,” equal to the amount of the accumulated earned surplus of each com- 
pany on December 31, 1958, and from which 2 percent per annum would be 
transferred to the shareholders’ surplus fund until such accumulated surplus 
account is exhausted. 

6. An amendment to provide that losses from operations of the years 1955, 
1956, and 1957 be allowed as a loss carryover deduction. 

I urge the committee to consider favorably the foregoing amendments which 
Will minimize the obviously discriminatory effect of the bill as now drawn 


and I thank the committee for the privilege of being allowed to submit my 
views for consideration. 
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CuicaGco, ILL., March 16, 1959. 
Re Life Insurance Company Income Tax Act of 1959, H.R. 4245 


Hon. Harry F. Byrp, 
U.S. Senate, Washington, D.C.: 


The Benefit Association of Railway Employees is a small mutual life ingyr. 
ance company founded in 1913 in Chicago, Ill. For the year 1957 we incurred 
an operating loss of $60,481.59 before Federal income tax due to adverse claim 
experience. Under the Mills law (1955-57) that supposedly gives insurance 
companies a tax advantage our company paid a Federal income tax of $228. 
963.47 for 1957 on the $60,481.59 loss incurred as our company has suffered 
under the inequities of past life insurance tax laws. We would appreciate your 
consideration of the following changes in proposed tax law H.R. 4245: 

(1) Removal of the discrimination in the accumulation of surplus for small 
insurance companies. The small company requires a larger surplus in propor- 
tion to its size as its claim experience tends to fluctuate to a greater extent 
than does that of a large company. 

This greater accumulation of surplus could be provided for by (a) altering 
section 809(g) to provide that the limitations mentioned do not apply to small 
insurance companies, and by (0b) altering section 809(d)(7) to include indi. 
vidual accident and health insurance. 

(2) Removal of the discrimination under the Mills law (1955-57) whereby 
some small insurance companies were required to pay a Federal income tax 
while sustaining losses from operations. These inequities could be corrected by 
altering section 812(b)(1)(B) to allow loss carrybacks to taxable years prior 
to January 1, 1958. This change would help many small companies and cost 
the Treasury a negligible amount. 

PaAuL E. Keer, 
President, Benefit Association of Railway Employees. 


THE MutTva. Lire INSURANCE Co. oF NEw York, 
Boise, Idaho, March 12, 1959. 
Re H.R. 4255 
Hon. Frank CHURCH, 
U.S. Senator, Senate Office Building, Washington, D.C. 


Deak FRANK: It was surely good to talk with you on the phone yesterday. I 
am certainly proud of the fine reputation you are building nationally. You are 
doing a wonderful selling job for the State of Idaho. 

Frank, relative to H.R. 4255, we are concerned basically about two things: 
One, that mutual legal reserve life insurance companies are not discriminated 
against where problems pertaining to the industry as a whole are concerned, 
and, two, that dividends as a return of premium are not jeopardized due to 
unreasonable taxation. 

Here are some ideas that might be considered in clarifying these points: 

Of the $775,739,552 of insurance in force by the 20 top companies in the State 
of Idaho in 1957, $368,943,147 of this was produced by mutual life insurance 
companies. (The 1957 statistics were used because the 1958 figures have not 
been published yet.) So, any taxation involving these mutual companies would 
materially affect a considerable amount of money and many thousands of Idaho 
policyholders. 

At the present time, life insurance taxes are three times greater than average 
taxes on other forms of thrift. 

State premium taxes and Federal income tax, if expressed as a percentage of 
premiums, have risen by 99 percent since 1945. In the same period, the volume 
of Federal income taxes paid by life insurance companies has climbed 1,000 
percent, or five times as fast as the industry has grown. 

Mutual companies have only 63 percent of the total life insurance in force, 
and only 58 percent of the gain from operations. But under the new bill they 
would pay 72 percent of the Federal taxes that will be levied on the life insur- 
ance business. 

Under the proposed legislation, H.R. 4245, life insurance companies would 
pay nearly $545 million in Federal income taxes alone on 1958 revenue. This 
would represent a tax boost of more than 70 percent in a single year. 
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State taxes on life insurance premiums for 1958 will exceed $300 million. 
This, when added to Federal income taxes of $545 million, means a total of 
$845 million, more than twice the burden of such taxes 5 years ago. And this 
takes no account of some $150 million of social security, real estate, and 
miscellaneous taxes which bring the total tax burden to about nearly $1 billion. 

H.R. 4245 overlooks the first objective of mutual insurance companies. 

The sole aim of mutual companies is to provide insurance at the lowest 
possible cost. When a mutual company ends up the year with more money 
than it needs to meet its obligations, it returns the surplus in the form of 
premium refunds. 

H.R. 4245 gives an advantage to the life insurance companies which use 
higher interest assumptions on policy reserves. But higher interest assumptions 
produce lower reserves on policy obligations, and are therefore less conservative. 

In virtually all cases, H.R. 4245 would impose an unfair penalty on mutual 
policyholders by failing to grant mutuals a tax deduction when their operating 
gains are less than their investment income. Such a deduction is provided for 
nonmutuals. 

H.R. 4245 should be amended to remove discriminatory provisions. This 
could be accomplished by : 

Using a 5-year individual company average for computing the reserve interest 
deduction so as to treat each company individually and avoid basing the tax 
on industrywide averages which favor some companies and penalize others. 

Allowing mutual companies proper deductions of any deficit that may arise if 
operating gains fall short of investment income. 

Revising the provisions on qualified pension plans so that they receive the 
same tax treatment as trusteed plans do. 

Permitting a deduction for investment income from annuities so as to avoid 
unfair double taxation. 

These proposed amendments would improve H.R. 4245 because: 

The tax on policyholder savings would be more equitable. 

There would be no tax incentive to weaken policy reserves. 

Mutual companies with low operating gains would not be penalized by excessive 
tax on their investment income. This is essential to the growth and competitive 
position of small mutual companies. 

Conservatively managed companies would not be penalized by a higher rate of 
tax. 

Life insurance companies expect to pay their fair share of Federal taxes. They 
ask only that the taxation law be nondiscriminatory. 

It is highly probable that no other major industry in the history of the 
United States has ever faced the serious threat of a 70 percent tax boost in 
1 year. 

Frank, I think our position is fairly clear. We are not trying to avoid pay- 
ment of increased taxes, but merely to modify the bill so that policyholders’ 
dividends are not going to suffer beyond reason. 

Thank you very much for your kind consideration, and my very best wishes 
to you for your continued success. 

Sincerely, 
J. RrcHarp CLARKE, Manager. 


Farmers & TRADERS LIFE INSURANCE Co., 
Syracuse, N.Y., March 16, 1959. 
Re Proposed amendment to H.R. 4245 
Senator Harry F. Byrp, 
Chairman, Committee on Finance, 
U.S. Senate, Washington, D.C. 


Dear SENATOR ByRD, AND OTHER MEMBERS OF THE FINANCE COMMITTEE: We 
would like to call your attention to the fact that our company is in the process 
of mutualization in accordance with the enclosed mutualization plan which was 
approved by the superintendent of insurance on November 15, 1954. 

We are required under this plan to make payments out of earnings and for 
that reason, we are in the same situation as the Ohio National Life Insurance 
Co,, and we feel the same way as they do about the necessity for relief under 
H.R. 4245. Accordingly, we favor the proposed amendment submitted by the 
Ohio National Life Insurance Co. to your committee which is in the form at- 
tached to this letter. 

Very truly yours, 
EDWIN W. HENNE, President. 
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PROPOSED AMENDMENT TO H.R. 4245, To Correct THE RETROACTIVE ASPECT OF Tue 
BILL AS IT AFFECTS A LIFE INSURANCE COMPANY IN PROCESS OF MI TU ALIZATION 
UNDER A MUTUALIZATION PLAN COMMITTED FOR PRIOR TO THE PROPOSED Erprgy. 
TIVE DATE OF THE BILL 


In subpart C—Gain and loss from operations—section 809(d), an additional 
deduction should be inserted immediately following paragraph (8) at the bot. 
tom of page 24 of the February 9, 1959, print, as follows: 

“(9) Any distribution during the taxable year to shareholders in acquisition 
of stock pursuant to a plan of mutualization agreed upon prior to January 1, 
1958, under the mutualization laws of the taxpayer’s State of domicile.” 

The above addition would require the following changes on page 25 of the 
February 9, 1959, print of the bill: 

Paragraph (9) of section 809(d) would be renumbered as paragraph “(10)”, 

The reference in the first sentence of section 809(e), to subsection (d) (9), 
would be changed to refer to subsection “(d) (10)”. 


PLAN FOR MUTUALIZATION OF FARMERS AND TRADERS LIFE INSURANCE Co}, oF 
SYRACUSE, N.Y. 


PLAN 


For the conversion of the Farmers and Traders Life Insurance Co., of Syra- 
cuse, N.Y., hereinafter referred to as the company, into a mutual life insurance 
corporation and for the acquisition of shares of its capital stock to that end, 
pursuant to section 199 of the insurance law of the State of New York. 


I 


The company hereby determines to become a mutual life insurance corpora- 
tion. 


II 


The company is to pay the sum of $1,000, hereinafter referred to as the mu- 
tualization price, for each share of the outstanding 3,000 shares of its capital 
stock of the par value of $100 acquired pursuant to this plan, provided that 
the plan shall be approved and subject to the performance of the conditions 
therein provided : 

(a) by a vote of the stockholders representing a majority of the capital stock 
at a meeting of the stockholders to be called for the purpose ; 

(>) by a majority vote of all policyholders each insured in an amount at 
least equal to $1,000 and whose insurance shall have been in force for at least 
1 year prior to aforesaid stockholders meeting and who shall vote at the meet- 
ing to be called for the purpose and in the manner hereinafter provided; 

(c) by the superintendent of insurance of the State of New York in writing. 

Upon the approval of the plan as above set forth the company shall make pay- 
ments for the acquisition of the stock in the following manner but subject to 
the stipulations herein enumerated ; 

(d@) An initial principal payment of $200 per share shall be made on the mu- 
tualization price in 1954 at the time of acquisition of stock acquired on or prior 
to December 31, 1954; on January 1, 1955, an additional principal payment not 
exceeding $100 per share shall be made on the purchase price of such stock ; and 
upon the acquisition of stock subsequent to December 31, 1954, the principal 
payment to be made per share shall be equal to the principal sum per share 
previously paid on account of the mutualization price per share for stock 
acquired prior thereto. 

(e) Subsequent annual principal payments on the mutualization price shall 
be made on January 2, 1956, and yearly thereafter until the aggregate principal 
payments provided in paragraphs (d) and (e) shall equal the mutualization 
price. 

(f) Interest on the balance of the mutualization price remaining unpaid from 
time to time, computed from the date of acquisition of the stock at the rate of 3 
percent per annum, shall be paid on the first days of each January, April, July 
and October next ensuing until the entire mutualization price shall have been 
paid. 
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(g) Until January 1, 1955, the company shall continue to write nonpartici- 
pating policies and contracts and beginning January 1, 1955, the company shall 
issue participating life insurance policies and deferred annuity and pure endow- 
ment contracts. Effective as of said date there shall be a separation in the 
accounts of the company as between all policies and contracts written prior to 
January 1, 1955, which shall be known as the nonparticipating business, and all 
policies and contracts written thereafter, which shall be known as the partici- 

ting business. 

(hk) All principal payments on the mutualization price shall be made from 
the accumulated net earnings of the nonparticipating business only. All interest 
payments on the unpaid balances of the mutualization price shall be paid from 
the accumulated net earnings of the nonparticipating business only. Provided, 
however, that such principal and interest payments shall not reduce the surplus 
to policyholders (both nonparticipating and participating) below 5 percent of 
the policy reserves and policy liabilities (both nonparticipating and partici- 
pating) of the company. 

All payments above referred to shall require the prior approval of the board of 
directors of the company and the superintendent of insurance of the State of 
New York. 

DEFINITIONS 


“Surplus to policyholders” shall have the meaning given to that term in sec- 
tion 4 of the insurance law of the State of New York, except there shall be de- 
ducted therefrom the special surplus fund as provided in article III. 

“Policy reserves and policy liabilities” shall consist of the sum of the items 
enumerated and defined as such in subsection 1 of section 207 of the insurance 
law of the State of New York and comparable items for accident and health 
insurance policies. 

“Accumulated net earnings” shall be the “surplus to policyholders”. of $2,019,- 
121.80 as reported in the company’s annual statement as at December 31, 1953, 
plus the net earnings on the nonparticipating business thereafter and less any 
principal distributions made pursuant to paragraphs (d) and (e) of article IT, 
interest payments made pursuant to paragraph (f/f) of article II and amounts 
set aside as a special surplus fund pursuant to article III of this plan. 

“Net earnings” on nonparticipating business shall be determined annually in 
the following manner from the following items allocable to the nonparticipating 
business, which items shall correspond to the items in the 1953 annual statement 
of the company as filed with the superintendent of insurance of the State of New 
York: The excess of the sum of “Special surplus funds December 31, current 
year,” item 49, “Unassigned surplus December 31, current year. “item 50, and 
principal distributions and interest payments made to mutualization certifi- 
cate holders in the current calendar year, over the sum of “Special surplus funds 
December 31, previous year,” item 34 and “Unassigned surplus December 31, 
previous year,” item 35, in the surplus account on page 4. 


Ill 


At the time of making each principal payment an equal amount per share 
shall be set aside for each share of stock which has not been acquired pursuant 
to the plan, as a special surplus fund for the purpose of making payment to 
stockholders who subsequently may transfer their stock in accordance with 
paragraph V. Such amount shall not be a liability of the company until such 
stock is so transferred, 


IV 
EXPECTED PERIOD OF DEFERRED PAYMENTS 


It can be expected with normal earnings that a period of about 10 years 
from January 3, 1955, may be required to complete the payments of the mutual- 
ization price with 8 percent interest on the remaining unpaid balances. 


Vv 


Upon the approval of the plan as above set forth and the delivery by a stock- 
holder or by the voting trustees in his behalf, as the case may be, of his stock 
certificate or certificates, properly endorsed for transfer, and the surrender of 
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the voting trust certificates, if any, properly endorsed for transfer, such stock. 
holder, or his successor in interest shall receive from the company upon delivery 
of the certificate or certificates to the mutualization trustees, cash per share jn 
an amount determined as above stated and a mutualization certificate evi- 
dencing his rights under this plan to the deferred balance of the purchase price 
The certificate shall be in a form approved by the company and the superin. 
tendent of insurance of the State of New York. Such certificate shall be trans- 
ferable by assignment thereof. Upon such transfer of a stockholder’s certificate 
or certificates of stock to the mutualization trustees he shall thereupon cease 
to be a stockholder in the company. 


vi 


The plan is to be submitted to the stockholders of the company at a special 
meeting of stockholders called for that purpose as provided by law, to be held 
at such time or times as shall be determined by the board of directors of the 
company upon due notice at 418 State Tower Building, Syracuse, N.Y. Ten days’ 
notice in writing of the time, place, and purpose of such meeting is to be given 
by serving each stockholder personally or by mailing a copy of such notice to 
each stockholder of record entitled to vote at such meeting, at his address as 
the same appears on the books of the company at the date of the mailing of such 
notice and the notice is to be accompanied by a copy of this plan. Each stock- 
holder will be entitled to one vote for each share of stock appearing by the 
books of the company to be owned by him and may vote in person or by proxy. 
The result of the vote cast at such meeting shall be certified by the secretary of 
the company to the superintendent of insurance. 


Vil 


The trustees, herein called “Mutualization trustees,” to whom stock purchased 
or acquired under this plan shall be assigned or transferred, pursuant to the 
insurance law of the State of New York, shall be the following named: Edwin 
W. Henne, Herschel D. Newsom, and Louis J. Taber, who shall hold the stock 
so acquired in trust for all of the policyholders of the company in accordance 
with section 199 of the insurance law of the State of New York. Vacancies 
in their number, occuring by resignation, disability, or death, shall be filled by 
the board of directors of this company with the approval of the superintendent 
of insurance of the State of New York. 


Vill 


A meeting of policyholders each insured for at least $1,000 and whose insur- 
ance shall have been in force for at least 1 years prior to the stockholders 
meeting shall be held at the office of the company at such time or times as shall 
be determined by the board of directors of the company and upon giving 30 days 
prior notice thereof for the purpose of voting for or against this plan. The 
superintendent of insurance of the State of New York shall conduct, supervise, 
and direct the method of procedure of said meeting as provided by law. 

A notice in writing shall be given of the policyholders meeting to each of 
such policyholders, by mailing a notice of the time, place, and purpose of the 
meeting to each of such policyholders at his latest address, as shown by the 
company’s books, at least 30 days before the date of the meeting. ‘There shall 
be enclosed in a sealed envelope containing the notice, a copy of the plan of 
mutualization, an official ballot in a form approved by the superintendent of 
insurance and a suitable return gummed envelope, postage prepaid, having 
inscribed thereon the name and address of the home office of the company. 
There shall also be enclosed in such sealed envelope, a suitable blank proxy and 
the statement of the right of the policyholder to vote either in person, by mail, 
or by proxy. Each of such policyholders, whether insured under one or more 
policies, shall have but one vote, and may vote in person, by proxy, or by mail. 
The vote cast at the meeting shall be canvassed by three inspectors to be ap 
pointed by the superintendent of insurance, who shall certify the result to the 
company and to the superintendent of insurance. 
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IX 


Upon the final consummation of the plan, the company is to become a mutual 
life insurance corporation without capital stock pursuant to the provisions of 
the insurance law of the State of New York, 

Dated at Syracuse, N.Y., May 15, 1954. 

LoviIs J. TABER, 
President, Farmers and Traders Life Insurance Co. 





SUPPLEMENT TO STATEMENT OF JARVIS FARLEY 
(Statement filed March 5, 1959) 


H.R. 4245 has been developed under such pressure of time, without full oppor- 
tunity for study and testing, that new and unexpected aspects keep coming to 
light. This supplementary statement describes what we trust is an unintended 
penalty affecting very few companies at most and possibly only one. A simple 
amendment is suggested which we believe would apply only to those few com- 
panies, possibly only one company, and would avoid serious injustice to that 
company. 

Section 818(e) of H.R. 4245 is designed to tax accrurals as of December 31, 
1957. which otherwise would go untaxed because of the change from cash basis 
to accrual basis. The subject is discussed at page 18 and page 43 of House 
Report No. 34 accompanying H.R. 4245. The principle is to apply the Mills stop- 
gap tax to those accruals, so that the tax adjustment would equal the difference 
between the tax actually paid on the cash basis over past years and the tax 
which would have been paid if the company had filed its returns on the accrual 
basis over past years. For most companies the provision works out that way. 
A company which does not encounter the two times limit on the reserve interest 
deduction would have a tax adjustment equal to 7.8 percent of the net 1957 
accruals, and a company whose reserve deduction has been consistently greater 
than the two times limit would have a tax adjustment equal to 52 percent of the 
1957 net accruals. 

A problem arises for a company for which the reserve deduction was con- 
sistently below the two times limit until 1957, in which year the deduction 
equalled the limit for the first time. For such a company the tax adjustment. 
required by section 818(e) would be 52 percent of the 1957 accruals even though 
the additional amount of tax through the years on the acerual basis would have 
been a small fraction of that amount. Specifically, consider a life insurance 
company which writes a type of insurance which is characterized by an un- 
usually high degree of long-term risk, and which, therefore, has followed con- 
servative policies in reserve valuation and in dividends to steckholders. As a 
result of such conservatism the company’s ratio of surplus to assets is above 
average and its net investment income is considerably higher than the interest 
required to maintain reserves. In 1957, for the first time, the reserve and other 
policy liability deduction encountered the limit at twice the amount of interest 
required to maintain reserves. 

At the end of 1957 accrued interest was about $200,000. If the adjustment 
required by section 818(e) were made without regard to the top limit on the 
reserve and other policy liability deduction, the additional tax (to be spread 
over 10 years) would have totaled about $15,000. As a result of having en- 
countered the two times limit in 1957, however, the additional tax required by 
section 818(e) would be over $100,000. If the company had reported income 
in 1957 and prior years on an accrual basis, its aggregate taxes over such prior 
years would have been higher by about $22,000, so that about 80 percent of that 
$100,000 additional tax would represent a windfall to the Treasury, accruing 
solely because the transition came at the end of the only year when the com- 
pany encountered the two times limit on its reserve and other policy liability 
deduction. 

It might be noted in passing that the “bunching” problem is even more com- 
plicated for a company which had been taxed under section 204 IRC prior to 
1942. In that case the amount of interest accrued at the end of 1941 was taken 
into the computation of the tax under section 204 for 1941, and the same amount 
would have been included in income received in 1942. To the extent of the 
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amount of interest of accrued at the end of 1941, therefore, the tax under section 
818(e) would represent triple taxation. 

The problem may be unique to this company. Certainly there can be very 
few companies in a position such that the tax adjustment imposed by section 
818(e) is several times as great as the amount of extra tax that would have 
been paid if tax returns had been on an accrual basis throughout. The unige 
situation of this company is highlighted by the fact that in 1956 the two times 
limit on the reserve interest deduction exceeded the deduction itself by more 
than $22,000; and therein lies a solution to the problem. The adjustment 
method used in section 818(e), based on this principle of section 481 IRC, is to 
find one-tenth of the net adjustment for 1957 accruals, add said one-tenth to the 
1957 income, recompute the 1957 tax on the basis of that amount, and find the 
amount by which the resulting tax exceeds the actual 1957 tax. The total 
adjustment is equal to 10 times that difference. 

This company’s net accruals at the end of 1957 were just under $200,000, 
One-tenth of the net accruals would be just under $20,000. Recall that in its 
1956 return the limit exceeded the reserve interest deduction by slightly over 
$22,000. If the company were to base the recomputation on its 1956 return, 
using one-tenth of the net accrual at the end of 1957, the result would be to 
produce a tax adjustment which would be roughly equal to what the additional 
tax would have been if the company had filed on an accrual basis in all pre 
vious years from 1942 on. 

H.R. 4245 could be made to authorize that result simply by inserting after 
“The amount of the taxpayer’s tax for 1957” in the second sentence of section 
818(e)(1) (that it. at the end of line 21 of page 49, as printed on February 9, 
1959) the following: “(or, at the option of the taxpayer, 1956)”. The effect of 
that insertion would be that the actual 1957 accruals could be used in a recom- 
putation of either the 1957 or the 1956 tax in determining the net increase (or 
decrease). It would make no difference to most companies which year was used. 
The rest of section 818(e) is such that we believe that no other change would 
be necessary to accomplish that result. 

Such a change is desirable for the following reasons: 

1. It corrects what otherwise would be the serious injustice of requiring pay- 
ment of an adjusted tax several times larger than would have actually been 
collected if the company had always filed on the accrual basis. 

2. That result is brought about by an amendment which is very easy to make. 

3. The amendment would in no way reduce the tax of any company for which 
the reserve interest deduction had consistently been limited by the two times 
rule, nor would it affect any taxpayer which did not encounter the unusual and 
possibly unique problem of this company. 

4. The reduction in tax would be insignificant from the Treasury’s viewpoint. 
In the case of this company the total adjustment would be about $85,000 lower, 
and it might be that no other company would be affected. 

5. By correcting an injustice which would lie heavily upon this company it 
reaches more nearly the purpose of the adjustment, based upon the treatment 
provided by section 481 for other taxpayers where pre-1954 adjustments were 
involved. 


(See also p. 129.) 


Century Lire INSURANCE Co., 
Fort Worth, Tezr., March 16, 1959. 
Re Suggested amendment of H.R. 4245 to protect solvency of small life insur- 
ance companies, 
Senator Harry F. Byrp, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D.C. 


Dear Senator Brrp: Enclosed is a suggested amendment of H.R. 4245, the 
purpose of which is to exempt small stock life insurance companies from the 
tax on gain from operations until they can build up their capital and surplus 
not to exceed $5 million. 

Some of the reasons in support of the suggested amendment are set forth in 
the enclosed statement. containing the amendment. We think this amendment is 
vitsl to the survival of many of the small life insurance companies in the 
United States. 
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We sincerely trust you and the other members of the Senate Finance Com- 
mittee will give the amendment favorable consideration. 
Very truly yours, 
CENTURY LiFe INSURANCE Co., 
By FrRanK H. RAWLINGS, 
Vice-President-General Counsel. 


SUGGESTED AMENDMENT OF H.R. 4245 To Permir SMALL Lire INSURANCE CoM- 
panies To Buitp Up THEIR SURPLUS AND CAPITAL FOR THE PROTECTION OF 
THEIR POLICYHOLDERS AND EXPLANATORY STATEMENT SUBMITTED BY CENTURY 
Live INSURANCE Co., Fort Worth, Tex. 


The Century Life Insurance Co., a small stock life insurance company of 
Fort Worth, Tex., submits the suggested amendment to H.R. 4245 set out below: 

Amend section 802 of H.R. 4245 by adding at the end of the section a new 
subsection to be identified as subsection (c) to read as follows: 

“(c) Exception: No tax is imposed on the gain from operations in excess of 
the taxable investment income of any life insurance company unless the capital 
and surplus funds of such company exceeds the greater of 

“(a) 25 percent of the life insurance reserves or 

“(b) 60 percent of the sum of the net premiums for such taxable year as 
determined under section 809(c) (1). 

“This exception shall not be applicable to any company the capital and surplus 
of which is in excess of $5 million.” 

If this amendment is adopted, it will be necessary also to amend paragraph 2 
of subsection (c) of section 815 to conform by adding thereto the following: 

“(2) Additions to account. If the gain from operations for any taxable year 
beginning after December 31, 1958, exceeds the taxable investment income, 
there shall be added to the policyholders surplus account an amount equal to 
5) percent of such excess; provided, however, if a company is exempt from 
taxation on the gain from operations in excess of its taxable net investment 
income as provided in section 802(c), then and in that event 100 percent of such 
excess shall be added to the policyholders surplus account.” 

The effect of this suggested amendment is to exempt these small companies 
from the payment of the tax imposed on the gain from operations unless the 
capital and surplus of the company exceeds 25 percent of its life insurance re- 
serves, or 60 percent of the sum of its net premiums, whichever is the greater. 
But in no event would this exemption apply if the capital and surplus were 
in excess of $5 million. Neither would it apply if such earnings are paid out 
in cash dividends to stockholders because such distribution will still be tax- 
able under section 815 of the bill. Neither will this amendment serve to exempt 
from taxation the so-called specialty companies because in most instances the 
capital and surplus of such companies will exceed 25 percent of their insurance 
reserves or 60 percent of their premiums for such taxable year and, therefore, the 
proposed suggested amendment would not be applicable to them. 

It has been the history of most orthodox life insurance companies that during 
their initial years of growth the ratio of their capital and surplus to policy- 
holder liabilities has steadily decreased to where after this initial growth period 
it is a matter of sound company practice to increase this ratio as rapidly as 
possible. Sufficient capital and surplus funds are in the best interests of policy- 
holders, the industry. and the general public. 

During a period of depression it is a historic fact that assets of a life insur- 
ance company decrease in value and there should be sufficient surplus funds to 
protect the policyholders against such shrinkage; in recent years the need of 
such surplus has been even more accentuated with the advent of possible atomic 
warfare and the resulting excessive mortality. It is, therefore, not only fitting 
but in the public interest that small companies be permitted to defer a tax 
on any operating gains to assist them in creating this surplus protection to policy- 
holders. It is felt that the proposed amendment accomplishes this objective. 

There are a larger number of small companies in the country that need the 
protection of this amendment. These companies, though large in number, 
represent only a small portion of the business and assets of the industry as a 
whole. The adoption of this amendment, therefore, would not materially re- 
duce the amount of revenue to be derived from the bill if enacted. 
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CENTURY LIFE INSURANCE Co., 
Fort Worth, Tex., March 16, 1959. 
Re suggested amendment of H.R. 4245 modifying the term “distribution” to ex. 
clude funds used in redemption of callable preferred stock outstanding as of 
January 1, 1959 

Senator Harry F. Byrp, 
Chairman, Senate Finance Committee, Senate Office Building, Washington, DC. 

Dear SENATOR Byrp: Enclosed is a suggested amendment of H.R. 4245 to 
modify the definition of “distribution” contained in subsection (a) (3) of gee. 
tion 815 to provide that funds expended in the redemption of callable preferred 
stock outstanding as of January 1, 1959, shall not come within the meaning of 
“distribution.” 

The effect and reasons for this amendment are set forth in the enclosed ex- 
planatory statement containing the amendment. 

We trust that the commitee will give favorable consideration to this amend- 
ment. 

Very truly yours, 
CENTURY Lire INSURANCE Co., 
3y FRANK H. RAwLinas, 
Vice President-General Manager, 


SUGGESTED AMENDMENT OF H.R. 4245 To Mopiry THe TreRM “DISTRIBUTION” So as 
To ExcLupe Funps EXPENDED FOR THE REDEMPTION OF CALLARBLE PREFERRED 
STOCK OUTSTANDING ON JANUARY 1, 1959, AND ExPLANATORY STATEMENT Sup- 
MITTED BY CENTURY Lire INSURANCE Co., Fort WorrnH, Tex. 


The following suggested amendment to H.R. 4245 to modify the definition of 
“distribution” so as to exclude funds expended in the redemption of callable 
preferred stock outstanding on January 1, 1959, is submitted by Century Life 
Insurance Co., of Fort Worth, Tex. : 

Amend section 815 of H.R. 4245 by rewriting the unnumbered paragraph 
immediately following subsection (a)(3) to read as follows: 

“For purposes of this subsection, the term ‘distribution’ includes any distribu- 
tion in redemption of stock or in partial or complete liquidation of the corpora- 
tion, but does not include any distribution made by the corporation in its stock or 
in rights to acquire its stock; nor shall the term ‘distribution’ include any funds 
expended in the complete redemption of callable preferred stock which was 
outstanding on January 1, 1959.” 

Under the above referred to unnumbered paragraph immediately following 
subsecton (a) (3) of section 815 as it is now written, the term “distribution” 
includes any distribution of funds made in the redemption of stock which is 
broad enough to include both common stock and preferred stock. The effect of 
the submitted amendment is to modify the terf® “distribution” so that funds 
expended in the redemption of callable preferred stock outstanding on January 
1, 1959, will not be included in such term. 

It is inherent in the life insurance business that a company must operate at a 
loss during its early years. Most companies in these early years arrive at @ 
point where it becomes necessary to supplement the surplus originally contribu- 
ted by its common stockholders. 

This, in the past, has generally been accomplished by one of two methods: 

1. An issue of callable preferred stock to be retired out of future surplus 
earnings, or 


2. An issue of interest bearing surplus debenture bonds retirable in the same 


manner. 

The retirement of surplus debenture bonds would not (and should not) under 
the bill as now written be considered as a distribution. It would be inequitable, 
therefore, to treat the redemption of callable preferred stock, heretofore issued, 
in any different manner. Both are in effect merely the return of borrowed 
money. 

We do not feel it was the intention of the drafters of H.R. 4245 to make any 
such discrimination. 
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STATEMENT OF RICHARD M. SELLERS, EXECUTIVE VICE PRESIDENT, COMMONWEALTH 
LIFE INSURANCE Co., LOUISVILLE, Ky., PREPARED FOR THE COMMITTEE ON FINANCE, 
U.S. SENATE CONCERNING H.R. 4245 


I am Richard M. Sellers, executive vice president of Commonwealth Life 
Insurance Co. of Louisville, Ky. My company is a stock company of medium 
size currently issuing only nonparticipating insurance. 

If the insurance industry and its policyholders are required to pay a Federal! 
income tax of the magnitude under consideration, we favor the enactment of 
HR. 4245 as written. The substitution of the 5-year average earned rate for 
each individual company has been recommended by almost every industry 
representative who has appeared before this committee. The use of the 5-year 
average earned rate will reduce revenue by approximately 8 percent for the 
industry as a whole but it will increase my own company’s tax. We believe 
that there is merit in the use of the mean of the actual and assumed rate for 
the current year as provided in H.R. 4245 and that this technique which has 
been so carefully considered by the House of Representatives and by the Treasury 
should not be abandoned completely. 

Should the Senate Finance Committee adopt the use of the 5-year average 
earned rate in phase 1 we urge that there be incorporated in the new definition 
of the deduction rate language similar to the following: 

“* * * but in no case during the first 4 years in which this revenue act is in 
effect shall the deduction rate be less than the amount ascertained by dividing 
by two the sum of 

“(A) the average rate of interest assumed by the taxpayer in calculating 
life insurance reserves (other than pension plan reserves), plus 
“(B) the percentage obtained by dividing 
“(i) the taxpayer’s investment yield for such year by 
“(ii) the mean of the taxpayer's assets at the beginning and end of 
the taxable year. 

“If the percentage determined under subparagraph (A) exceeds the percentage 
determined under subparagraph (B), the deduction rate for the taxable year 
is the percentage determined under subparagraph (B).” 

Adoption of this recommendation would have the effect of providing a transi- 
tion period during which the reserve interest deduction provided in H.R. 4245 
could be used. 


PROVIDENT Mutua. Lire Insurance Co. or PHILADELPHIA, 
Denver, Colo., March 14, 1959. 
Re H.R. 4245. 
Senator Gorpon ALLOoTT, 
Senate Office Building, 
Washington, D.C. 


Deak Senator ALLOTT: Thank you for your prompt reply to my wire of March 
2 regarding the proposal for Federal income taxation of life insurance com- 
panies. I have deliberately delayed answering your letter because I wanted 
to study provisions of the bill which you so kindly sent me. I must confess that 
Iam not a tax authority nor a statistician and that, necessarily you and your 
colleagues should hear representatives of our industry who are professionally 
equipped to advise on apparent discrepancies of the bill. It appears that there 
are some broad effects this bill would have and it is on these following points 
that I will comment. 

1. Economic effects. 

2. Relation to other forms of thrift. 

3. The changing content of the life insurance program. 
4. Social security and other demands on Government. 

The other night I was visiting a friend and mentioned the contents of this 
bill. His first remark was: “I bought life insurance on a permanent basis because 
it offered me a guarantee with a reasonable potential yield for future years. It 
looks to me like I may have to go to other forms of saving and forget life insur- 
ance.” What my friend told me would be repeated millions and millions of times 
if every policyholder of permanent life insurance knew the contents and far- 
reaching effects of this bill. 
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Permanent life insurance affords individuals a basis for building reserves that 
are guaranteed for future use. In this respect our citizens need not look to 
government (Federal, State, and city) for relief or welfare benefits. When I 
first entered the life insurance business in 1951 I took a dim view toward com. 
panies like the Metropolitan and the Prudential that sold industrial insurance. 
I felt that the $250, $500, and $750 insurance policies sold on a weekly payment 
basis were a poor way of doing business. When we consider, however, the number 
of families on this basis that would not own life insurance any other way it 
gives us reason ‘» think. Yes, if these millions of policyholders did not own 
life insurance, who then would pay for their deaths, disabilities, and old age 
needs? The taxpayers, of course. In this area of policyholder, every dollar 
paid by insurance companies is just that much less that taxpayers will be 
spared. Under H.R. 4245 it appears that we are going to unduly and unfairly 
tax the very institution that affords us the best tax relief we can get—the 
individuals who want to be self-supporting will now have to pay a premium 
for wanting financial security. 

The long range effect of this proposed legislation means that very likely the 
premium income will become depressed. What then? Insurance companies 
must cut down on financing home building and industrial enterprise. The dol- 
lars of the insurance industry hit Main Street in many ways. They have done 
this for years and years and have, I believe, contributed greatly to the present 
economic standard of living we enjoy. 

In regards to other forms of thrift, I think it is fair to say that the life ip- 
surance industry is taxed in a manner that no other thrift institution is taxed. 
I have reference to the McCarran Act where Congress gave each State the right 
to tax the life insurance company doing business in that State. When we con- 
sider the aggregate of $300 million that will be assessed or has been assessed 
during 1958 by individual States, this becomes of major significance when the 
taxation is considered by Congress. Actually, if it were not for the McCarran 
Act, Congress could be using the $300 million taken by States. 

Prospects for life insurance will continue to buy permanent life insurance so 
long as there is a reasonable profit that can be anticipated. I have seen a 
change of thinking regarding the type of policy and it seems to be getting too 
far to term insurance. It is agreed that term insurance (no savings content) 
has its place, however, with even less profit anticipated, and even higher rate 
of term will be purchased. 

One good aspect of permanent life insurance is that it gives the policyholder 
a semicompulsory systematic method of savings. Often times clients will tell 
us they are going to buy term insurance and invest the difference. This is a 
lark. I have made it a point to check up on some of these clients and find that 
they have done nothing toward investing the difference. This means that these 
clients will not have the necessary dollars when opportunity, emergency, and 
old age arrive. In the short time that I have been in the life insurance busi- 
ness I have seen the wonderful good that cash dollars have done for clients in 
this regard. Unfair and punitive taxation will give our future prospects even 
more reason to look in other areas for putting their savings dollars. Probably 
most unfortunate is that they may not put them anywhere. 

The final point I wish to discuss is the Welfare State. Yes, every time there 
is an election we hear all the promises of giving more and more in Federal bene- 
fits. The Democrats started this theme just after the last depression and have 
succeeded in selling a welfare program to our people. In the last 7 years social 
security benefits have skyrocketed—and so have the taxes. Any number of 
times I have had a daddy say, “social security will take care of my family and 
me when I am old.” You know, I am sure, that social security was never in- 
tended to do the whole job of financial security. The net effect of unfairly in- 
creasing taxes to be paid by life insurance companies and policyholders will 
create even greater demands for Government to do the job. Our country was 
founded on the principle of enterprise—let’s keep it that way. 

H.R. 4245 should be carefully reviewed in light of the serious questions and 
implications that it can have on our national economy. It should be further 
reviewed to be sure that mutual and nonpar companies are still competitively 
on the same basis. In light, of the McCarran Act the aggregate tax imposed 
on life insurance companies should be considered. 

I hope that you will overlook typographical errors but I felt that my thoughts 
should be expressed even though a secretary is not in the office on Saturday. 
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Thank you for your interest in my views and I trust that a prudent decision 
will result when the bill is submitted to you for consideration. 
Very truly yours, 
GEORGE BRUGGER, 
Special Representative, Member of Board of Directors of Denver Associa- 
tion of Life Underwriters. 





STATEMENT OF RayMOND H. BELKNAP, PRESIDENT, THE UNITED Srates LIFE 
INSURANCE Co. IN THE CITY OF NEW YORK 


I desire to submit this statement to the Senate Finance Committee in connec- 
tion with that committee's hearings on H.R. 4245 relating to the taxation of 
life insurance companies. The reason is that in developing this bill it is my 
belief that insufficient consideration has been given to the problems which will 
be created for the United States Life Insurance Co. in the city of New York and 
a few other concerns similarly situated with respect to their foreign operations. 

The United States Life Insurance Co. in the city of New York is a publicly 
owned stock life insurance company. It operates domestically in 36 States and is 
one of the few American life insurance companies with extensive interests in 16 
of the foreign countries where the United States is actively encouraging eco- 
nomic growth and development. It is actively soliciting new business in Cuba, 
Panama, Colombia, Venezuela, and Puerto Rico and has sizable amounts of 
existing business in the Philippines and Guatemala. 

Ten percent of its total ordinary life insurance in force covers lives of resi- 
dents of the 16 foreign countries in which it does business. As of December 31, 
1958, it had foreign investments of $13,600,000 representing 12.94 percent of its 
total admitted assets. In other words, the United States Life Insurance Co. in 
the city of New York, while not a giant force in the foreign economic operations 
of the United States, is nonetheless a leader in a field of private economic activ- 
ity which might well be encouraged by the U.S. Government. 

In recent years, our company has been placed at an increasing disadvantage 
with respect to its ability to compete with foreign-domiciled insurance com- 
panies. The reasons for this will be set forth in brief. 

Most countries of the world regard the savings aspect of life insurance as a 
matter coequal in importance to the family protection factor. As a result, life 
insurance companies have been traditionally treated taxwise in such a way as 
to insure that they would remain a repository of savings and so as to allow 
them to charge reasonable premium rates. A typical example is Canada, which 
is the home base of numerous life insurance companies with which our company 
is in active competition in Central and South America as well as in the Carib- 
bean area. Under Canadian law the income of a life insurance company is not 
taxed except for amounts set aside for dividends to shareholders. The result 
is, of course, that a mutual life insurance company is not taxed on income at all 
and even a stock life insurance company is taxed only to the extent that 
amounts are set aside for dividends to shareholders. 

A domestic tax on the income derived from foreign sales of life insurance 
creates a competitive disadvantage in that a foreign company not so taxed can 
offer a lower net premium cost than can an American life insurance company. 

Even without the tax rise contemplated under H.R. 4245 the United States Life 
Insurance Co. in the city of New York currently operates at some competitive 
disadvantage in foreign countries. The domesic tax effect of H.R. 4245 could 
well be such that our company and others similarly situated might be priced out 
of the world insurance market. 

A great amount of attention has been devoted in the postwar period to 
means by which private American investment abroad may be expanded. The 
expansion of business in foreign countries by American life insurance companies 
is one of the means by which this might be done. The imposition of the taxes 
contemplated under H.R. 4245, however, may in fact be a powerful deterrent. 

Our company believes that it should attain competitive conditions equal to 
those under which insurance companies of other countries operate abroad. It 
believes that an amendment to H.R. 4245 would remove some of the gross in- 
equities which exist under the present law and which would exist in even more 
startling form under H.R. 4245. This amendment would have as its purpose the 
exclusion from the concept of “life insurance company taxable income” under 
section 802 of H.R. 4245 that net income derived from sources without the 
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United States and Canada. The purpose of this amendment would be, then, to 
free from domestic taxation amounts earned by life insurance companies ag 
result of their foreign sales operations. 

The actual effect of this amendment on U.S. tax collections would be small. 
It is estimated that with respect to 1958 taxes of the United States Life Ingyp. 
ance Co. in the city of New York, the saving would be about $50,000. For the 
entire industry it is our estimate that the loss of revenue would be only about 
$500,000. At the same time, for these few companies passage of this amendment 
would remove a serious competitive barrier and might encourage other domestic 
life insurance companies to expand abroad. 

assage of this amendment would have another significant effect for life 
insurance companies operating abroad. In many cases profits from foreign 
operations have been illusory. Exchange restrictions have limited the ability 
of all U.S. companies to repatriate their income on a current basis and, whep 
repatriation has been allowed, it has often been with currency which is heayily 
devalued. At the same time, such profits must be accounted for on a current 
basis with respect to U.S. tax law. The effect which H.R. 4245 would have 
had upon the United States Life Insurance Co. in the city of New York profits in 
Colombia during 1953, 1954, and 1955 is shown below : 


Profits 1953-55 Exchange rate conversion Taxable U.S. tax 
profits paid 
A. Col$702,830.96_. - 40 cents (official rate $281, 135. 84 $146, 190, 64 
B. Col$702,830.96. .. 21.48 cents (actual upon repatriation) ___ 150, 939. 14 78, 488, 35 
Overtaxation. bitin atnd 67,7022 


Line A represents the actual U.S. taxes that would have been payable on 
Colombian income in the years 1953, 1954, and 1955. Yet line B shows that the 
profits actually realized were almost 50 percent lower than those on which taxes 
were paid. 

While this is a problem generally faced by all U.S. companies engaged in foreign 
operations, it is particularly severe for life insurance companies. The reason is 
that such companies are required to retain a portion of their reserves in certain 
countries and must maintain certain fixed amounts of capital and surplus asa 
condition of doing business therein. Asa result, they cannot adjust their foreign 
income with the freedom of industrial and commercial concerns which do not 
bear such restrictions. Exclusion of such income would provide a solution to 
this problem and would provide an additional inducement for domestic life insur- 
ance companies to engage in foreign operations. Yet is would entail no great 
loss in tax receipts. 

In conclusion, I hope that in considering revision of H.R. 4245, thought will be 
given to the means which I have suggested of reducing the competitive disadvan- 
tages under which the U.S. Life Insurance Co. in the city of New York 
and a few other similar concerns currently operate. The first benefits of such 
relief might be reasonably expected to flow to those companies already selling 
life insurance in foreign countries. Of greater significance, however, is the 
probability that such relief would encourage other life insurance companies to 
engage in foreign operations. Together wih the expectable expansion of business 
by those already selling abroad, this total increase in business would undoubtedly 
lead to the investment of life isurance reserves by these private concerns in the 
foreign countries where life insurance was sold. Here lies, potentially, a tre 
mendous opportunity to encourage the investment of private American capital 
abroad which would cost a relatively insignificant amount in current domestic 
tax receipts. Such an opportunity is deserving of careful consideration. There 
is submitted herewith an amendment to H.R. 4245 which would achieve this 
desirable result. 


H.R. 4245 


Amendments intended to be proposed to Mr. —-—— to the bill H.R. 4245 
relating to the taxation of the income of life insurance companies: 


viz: On page 55, line 7, strike out the closing quotation marks, and after line 7, 
insert the following : 
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“Sec. 820. Domestic Lire INSURANCE COMPANIES OPERATING IN FOREIGN 
COUNTRIES. 


“(a) GENERAL RuLe.—The life insurance taxable income of a domestic life 
ipsurance company which during the taxable year carries on a life insurance 
psiness within any foreign country (other than Canada) shall be computed in 
gecordance with the provisions of this seciton with respect to such business. 

“(pb) EXCLUSION OF FOREIGN INVESTMENT INCOME.—In the case of a domestic 
life insurance company to which subsection (a) applies for the taxable year, the 
company’s taxable investment income shall be reduced by an amount which 
years the same ratio to the company’s taxable investment income (determined 
without regard to this section) as— 

“(1) the sum of the company’s total insurance liabilities on business out- 
side the United States and Canada, bears to 

“(2) the company’s total insurance liabilities. 

for purposes of this paragraph, the term “total insurance liabilities” has the 
meaning assigned to it by section 819(b) (2 

“(¢) EXCLUSION oF GAIN OR Loss FROM FOREIGN OPpEeRATIONS.—In the case of 
a domestic life insurance company to which subsection (a) applies for the 
taxable year— 

“(1) IveMs oF INcoME.—For purposes of section 809(c), income from 
sources outside the United States and Canada shall not be taken into 
account. The preceding sentence shall not apply to items taken into account 
under paragraph (4) of section SO9(c) which are derived from sources 
outside the United States and Canada to the extent that the amount of such 
items exceeds an amount which bears the same ratio to the gross amount 
of the items taken into account under such paragraph (determined without 
regard to this section) as- 

“(A) the sum determined under subsection (b) (1), bears to 
“(B) the sum determined under subsection (b) (2). 

“(2) Depuctions.—For purposes of section 809(d), no deduction shall 
be allowed to the extent attributable to income which is excluded under 
paragraph (1). 

“(3) RULES FoR CERTAIN RESERVES.—For purposes of sections 809(c) (2) 
and 809(d) (2), the items enumerated in section 810(¢c) shall be computed 
by excluding amounts attributable to business outside the United States 
and Canada. 

“(4) DIVIDENDS TO POLICYHOLDERS.—For purposes of section 811, dividends 
and similar distributions on business outside the United States and Canada 
shall not be taken into account. 

“(d) Foreren Tax Crepir INAPPLICABLE.—Subpart A of part III of subchapter 
N (relating to foreign tax credit) shall not apply to a domestic life insurance 
company for any taxable year for which subsection (a) applies to such company 
to the extent that income of such company is excluded under this section.” 

On page 43, at the end of the matter following line 23, insert the following: 

“Sec, 820. Domestic life insurance companies operating in foreign countries.” 

On page 56, strike out lines 1, 2, and 3, and insert the following: 

“such Code is amended 

“(1) by striking out ‘The’ in the first sentence and inserting in lieu thereof 

‘Except as provided in section 820(d), the’; 
“(2) by striking out ‘811’, in the first sentence; and 


“(3) by striking out paragraph (1) and inserting in lieu thereof the 
following :” 


STATEMENT oF JosEPH M. BryAN, SENIOR VICE PRESIDENT, JEFFERSON STANDARD 
LIFE INSURANCE Co. 


This memorandum is limited to those aspects of the proposed Life Insurance 
Company Income Tax Act of 1959 (hereinafter sometimes referred to as “ILR. 
4245” and also as “the bill”) which pertain to the subject of intercorporate 
dividend deductions, and is not to be regarded as expressing approval or dis- 
approval of any other portions of H.R. 4245. 


37532—59 2 
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THE NATURE AND PURPOSE OF H.R. 4245 


It is, we believe, universally conceded that H.R. 4245 is intended to embody g 
permanent method, applicable to 1958 and subsequent years, for the } ederal in. 
come taxation of life insurance companies, with the purpose of IMPOSiNg & type 
of tax which, after making allowances for the special nature of the life insurang 
business, will apply the same tax principles and theories which are applica, 
to the Federal income taxation of other business corporations. In this conne 
tion, attention is called to the following statement made by Congressman Mij, 
at the time the bill was considered on the House floor: 

“We finally have reached what we think are satisfactory bases for establig. 
ing an overall approach to taxation of overall income. We think we are get 
at the true income of life insurance companies for the first time since 192)” 
(Congressional Record, p. 2337, Feb. 18, 1959.) 

It would seem to follow from the foregoing that any disparity in treatment 
of intercorporate dividends received by a life insurance company and those» 
ceived by another type of business corporation would be not only inequitab, 
but also wholly inconsistent with the avowed objective of the bill itself. 


INTERCORPORATE DIVIDENDS RECEIVED DEDUCTIONS ALLOWED UNDER U.R. 4245 dm 
NOT EQUIVALENT TO THOSE ALLOWED OTHER BUSINESS CORPORATIONS 


In both subpart B (the “Investment Income” phase) and in subpart C (th 
“Gains and Loss from Operations” phase) a deduction, up to the usual 85 per 
cent, is allowed (secs. 804(c)(7) and 809(d)(9)) for intercorporate diy. 
dends received. However, the bill contains other provisions (secs. 805(e), 
809(f), and 818(f)) which reduce or purport to reduce these deductions to the 
point where they become only a minor fraction of the 85 percent which is allowed 
to other business corporations. 

Presumably these provisions which would quite materially limit the amout 
of the intercorporate dividends received deduction are based upon the premix 
that the provisions are necessary to prevent double deductions 


The headings 
of the subsections would so indicate. It is 


seriously debatable that double de 
ductions would be involved, but in any case the life insurance companies would 
not be accorded the same privileges as other business corporations, and thus on 
of the avowed purposes of the bill would not be accomplished 

In the case of a life insurance company, the cash dividends which it receives 
from another corporation (subject to income taxes on its own earnings) are, 
as in the case of any other corporation receiving such dividends, placed among 
its general cash assets, and are not segregated, earmarked or used specifically 
for policy reserve and contract liability requirements any more than such 
dividends received by a business corporation are specifically applied to wage, 
raw material costs, debt service or other proper business purposes. 

Business corporations other than life insurance companies which pay inter- 
est on corporate indebtedness in the same year in which these same corport- 
tions receive cash dividends from other corporations do not have their interest 
deductions disallowed or reduced by reason of the intercorporate dividends 
received deduction which they are allowed, nor are the intercorporate div: 
dends received deductions reduced because of the interest payments. This 
raises the question: Why should a life insurance company’s deduction for 
policy reserves and other contract liability (whether such deduction occus 
under subpart B or subpart C) be reduced because the company has received 
the same &85-percent intercorporate dividend deduction allowed to other cor 
porations? The inequity of the situation seems obvious, especially when HR 
4245 recognizes that the life insurance reserve deduction is as proper and 
necessary a deduction as is a deduction for interest on debt. 

For the foregoing reasons, we believe the Senate Finance Committee should 
approve and sponsor such changes in H.R. 4245 as may be appropriate to allow 
life insurance companies the same deduction (85 percent) for intercorporate 
dividends received as is allowed other business corporations. 
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SraTEMENT OF Jack C, VAUGHN, PRESIDENT, SPARTAN NATIONAL LIFE INSURANCE 
Co., DaALuas, TEx. 


The Spartan National Life Insurance Co. is a stock company which operates 
only within the State of Texas. By comparison with the giants in the insur- 
ance industry, several of which have billions of dollars of insurance in force, 
Spartan is an extremely small company, having only approximately $6 million 
of life insurance in force at the present time. It is also a young company, 
having been in existence only since 1954, and like many other small companies, 
js constantly faced with an uphill struggle for survival competing with the 
“Goliaths” of the industry. 

To begin with I submit that the taxing formula as proposed under H.R. 4245 
would not reach a truly equitable tax result for all life insurance companies, 

rticularly small companies. This is so since the total income approach would 
in part tax premiums paid by policyholders, which are in reality payments to 
the insurance company primarily to develop the reserves necessary to pay the 
policies on maturity and to provide for contingencies. 

Of utmost importance, however, is the need for special consideration and 
special treatment for small life insurance companies. In this connection it is 
important to remember that all life insurance policies, although written by var- 
jous companies, are basically the same. Therefore, probably the principal way 
life insurance companies compete and try to attract more business and therefore 
grow is by reducing premiums. Unfortunately, most smaller companies cannot 
meet rate reduction competition from the larger companies because of the 
squeeze they find themselves in from low revenues, the requirement for higher 
reserves on their old business and the need to provide for the special risks to 
which small companies are peculiarly susceptible. 

Considering further the problems of low revenues and high reserve require- 
ments, it should be noted that among all U.S. life insurance companies the aver- 
age ratio of assets owned by companies to the insurance in force is approxi- 
mately 22 percent. In other words, the life insurance companies have only $22 
worth of assets at the moment for every $100 worth of life insurance they will : 
ultimately have to pay out in proceeds. Also, according to the figures from the 
Spectator Year Book and the Institute of Life Insurance, only 3 percent of life 
insurance Company assets are invested in common stock, whereas 35 percent is 
invested in mortgages, 7 percent in U.S. Government securities and the balance 
in other conservative investments. As a result, life insurance companies gen- 
erally obtain a very low rate of return from their investment portfolios. 

Small companies particularly are squeezed between slow growth and the need 
for reserves to provide for possible death claim experience which deviates from 
the mortality tables. A small young life insurance company in particular is 
in an adverse position because, unless it is extremely successful, it will almost 
always sustain a loss for its first 10 years as a result of the high first year cost 
of writing insurance. Coupled with this is the added problem that during 
periods of inflation, such as we are presently experiencing, the overhead ex- 
penses increase much faster than investment gains so that the companies are 
in a further squeeze since almost all premiums are fixed amounts continuing 
throughout the life of the policy. In order to cope with these increased costs, 
the smali company will have to raise premiums on new policies, thus losing 
ground to the larger companies. 

Because of these factors and especially because of the possibility, in the 
case of the smaller companies, that the reserves established pursuant to the 
present Commissioners Standard Ordinary Table of Mortality could prove to 
be considerably lower than the actual losses sustained, a special and substantial 
annual deduction should be allowed to permit small and young life insurance 
eompanies to provide for such a contingency. Such a deduction would help the 
smaller companies to save the amount of money necessary to protect themselves 
against the special risks to which they are subjected. 

Since life insurance is basically the sharing of losses by a large number of in- 
sureds, one of the basic principles of life insurance is that a large number of 
people be insured so as to make minimal the speculative aspect of deviating from 
the mortality tables. It is well recognized that the new and small life insurance 
companies are all confronted with the very serious problem of writing life insur- 
ance policies on a sufficiently large number of persons to protect against this 
speculative aspect of the mortality tables. Since the new and small companies 
often cannot obtain a sufficiently large number of separate risks to be certain that 
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the law of averages under the mortality tables will work properly insofar as these 
companies are concerned, and since the companies, because of competitive reg. 
sons, cannot raise their premiums, they must look to sources other than premiums 
for income not only to operate profitably but more important to secure the future 
necessary death payments. 

This is accomplished by their investment portfolios which, if profitable, wij 
increase the policyholders’ protection by increasing the surplus or special contin. 
gencies funds over and above what is required by the mortality tables reserve. 
If the small life insurance companies must pay a high tax on this investment 
income, which is usually higher than premium income in newer and smaller com- 
panies, the resulting net increase in surplus is relatively low and, as a result, 
the funds for payment of policyholders’ claims may not be adequate. The small 
life insurance companies deserve and must have special tax consideration cover. 
ing their investment income. The 5 percent exclusion as presently incorporated 
in H.R. 4245 is grossly inadequate, since the special consideration given to the 
excess of premium income over net investment income will benefit the “Goliaths” 
of the industry, but will be to the prejudice of the small and new companies if 
they are not given an offsetting benefit for their investment incomes. 

In conclusion, it should always be remembered that life insurance companies 
are completely different from conventional corporations, both in their operations 
and in their service to the public. Therefore, the philosophy and consideration 
behind the taxation of conventional corporations should not apply to life ingur- 
ance companies. Furthermore, life insurance companies are already overbur- 
dened by taxes imposed by the various States within which they operate. I com- 
mend these facts to your consideration in working out a more equitable formula 
for taxing life insurance companies. 


(Whereupon, at 7:10 p.m., the committee was recessed until Tues- 
day, March 17, 1959, at an hour to be set by the chairman.) 
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TUESDAY, MARCH 17, 1959 


U.S. Senate, 
CoMMITTEE ON FINANCE, 
Washington, D.C. 

The committee met, pursuant to recess, at 10:25 a.m., In room 2221 
New Senate Office Building, Senator Harry Flood Byrd (chairman) 
presiding. 

Present: Senators Byrd, Kerr, Frear, Anderson, Gore, Talmadge, 
Hartke, Williams, Carlson, Bennett, Butler, and Cotton. 

Also present : Elizabeth B. Springer, chief clerk. 

L. N. Woodworth, economist, Joint Committee on Internal Revenue 
Taxation. 

The CuairmMan. The committee will come to order. 

The first witness is the Honorable Scott W. Lucas, representing the 
Western National Life Insurance Co. of Texas. 

Senator Lucas. 


STATEMENT OF SCOTT W. LUCAS, WESTERN NATIONAL LIFE 
INSURANCE CO. OF TEXAS 


Mr. Lucas. Mr. Chairman, and members of the committee, as the 
chairman said, I represent the Western National Life Insurance Co. 
of Texas, whose principal place of business is Amarillo, Tex. The 
president of that company is one Earl O’Keefe. 

Senator Kerr. What is the name? 

Mr. Lucas. Earl O'Keefe, who is supposed to be here today to 
answer any and all questions with respect to the operations of his 
company. Unfortunately, he is detained as a result of illness and 
cannot be here. He has collaborated with me in the manuscript that 
I am about to file. 

I want to make just one brief statement with respect to the organi- 
zation of this company back in 1944, as the Credit Life Insurance 
Co. at that time. 

From that point the company started writing a full line of in- 
surance. Today they write ordinary life, endowments, annuities, 
group insurance, accident and health, and credit life insurance. 

With that brief statement, Mr. Chairman, I should like to ask leave 
to file the manuscript that I have prepared and have it incorporated 
into the record at this point. 

The Cuairman. Without objection, the insertion will be made in 
the record. 
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(The document referred to is as follows:) 


STATEMENT or Scott W. Lucas ON BEHALF OF WESTERN NATIONAL Lire Ingyp. 
ANCE Co. oF TEXAS, ON H.R. 4245 


My name is Scott W. Lucas, an attorney at law in Washington, D.C., with 
offices at 1025 Connecticut Avenue, N.W. This statement is being submitted on 
behalf of Western National Life Insurance Co. of Texas, Amarillo, Tex. The 
company is a stock life insurance company which, in the absence of any new 
legislation, would be taxed under section 811 of the Internal Revenue Code of 
1954. 

This company writes a full line of insurance—ordinary life, endowments, an- 
nuities, group insurance, accident and health, and credit life insurance. It ig 
advisable to state that this company was organized in 1944 and wrote at that 
time only credit life insurance, and since that time has branched out into 
writing substantial amounts of other insurance, as described above. 

We believe that if the bill before us had been the law in force in 1944 the 
tax under this bill involving credit life insurance companies would have pro- 
hibited this company from ever engaging successfully in ordinary life and other 
types of insurance. We believe that it is a matter of common knowledge to this 
committee that many an ordinary life company today operating successfully 
started in the beginning as a specialty company, writing accident and health, 
hospitalization, and other specialty types of insurance. 

A brief history of this measure is set forth. The bill before the committee 
was passed by the House of Representatives on February 19, 1959, sent to the 
Senate, and appropriately referred to this committee for consideration. It is 
understood that while the Committee on Ways and Means was considering this 
bill in executive session, a motion was made to strike out step 3 of the bill, the 
motion being defeated. 

In the supplemental views on this bill, found on page 87 of the report on this 
bill by the Committee on Ways and Means, we find, among other things, the fol- 
lowing language: 

“We are concerned that insufficient consideration has been given to the eco- 
nomic impact of the revenue implications of the bill H.R. 4245. We do not 
make the point that too little, just enough, or too much revenue is extracted from 
the insurance industry and its policyholders ; we do make the point that the eco 
nomic aspects of this issue must be further studied and evaluated before the 
Congress can have confidence that the tax burden imposed under your commit- 
tee’s bill is appropriate in magnitude and equitable in distribution.” 

This supplemental report was signed by ten members of said committee. 

One of the members of the Ways and Means Committee moved to recommit 
the bill, and that move was defeated. 

My purpose before your committee today is to demonstrate conclusively that 
H.R. 4245 discriminates against certain life insurance companies writing term 
insurance. Because the company I represent writes a substantial amount of 
credit life insurance, we are affected by the discriminatory features aimed at 
the specialty companies. 


CREDIT LIFE INSURANCE COMPANIES ARE LIFE INSURANCE COMPANIES 


The bill does not require close scrutiny for one to see that it discriminates 
against certain life insurance companies. I respectfully urge you to observe that 
it is not the credit life insurance business which is being discriminated against, 
but rather certain companies who are particularly engaged in this endeavor. 
Any gain that may accrue from the underwriting of credit life insurance may be 
taxed at one rate in a mutual company, possibly at a higher rate in certain stock 
companies, and at still higher rates in a so-called specialty company. Indeed, 
in some cases, such gains bear no tax at all in the hands of the first two classes 
of companies. In practice, however, such gains will always be taxed in a com- 
pany which, in its infancy, writes predominantly but one type of life insurance— 
credit life insurance. 

Having explored the facts which lead to this discrimination, I shall with your 
permission, offer certain suggestions which could eliminate the discriminatory 
features of the bill. If in the opinion of this committee it is deemed necessary 
to permit such discrimination, I would take this opportunity to offer further 
suggestions which would tend to ameliorate the discrimination. 
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H.R. 4245 IS DISCRIMINATORY AGAINST CREDIT LIFE INSURANCE COMPANIES 





4. Overall discrimination 

At the outset I stated that my principal purpose in making this presentation to 

ur committee was to demonstrate in an unequivocal and irrefutable manner 
that the bill discriminates, not against the credit life insurance business in the 
United States, but rather against certain life insurance companies who are en- 

in this business. A simple illustration will prove the existence of this 
discrimination in an overall sense. 

Assume that company A is a mutual life insurance company; company B a 
pultiple-line stock life insurance company; and company C a so-called specialty 
company. Assume further that all three companies realize a $1 million net 
operating gain attributable to underwriting credit life insurance written at the 
game premium rate. I am certain that every man on this committee will agree 
that the tax impact on this $1 million gain should be identical in all three 
cempanies. This is not so. It is true that phases 1 and 2 of this bill are legally 
applicable to company A, the mutual company, and also applicable to company 
B, the multiple-line stock company. That being the case, one would logically 
conclude that as between these two companies the tax impact would be identical. 
In practice we find that by reason of the mutual company’s deduction for its 
dividends to policyholders permitted by section 809(d)(3) under the bill, the 
result may be that its taxable investment income will exceed its gain from opera- 
tions. Under the bil! its tax base then will be its taxable investment income. 
Thus, a mutual company has escaped the tax imposed by phase 2. 

The multiple-line stock company, writing predominantly nonparticipating con- 
tracts is not in a position to remove itself from phase 2. Thus, we see that a 
nultiple-line stock company cannot enjoy the degree of maneuverability avail- 
able to a mutual company. Let us not, however, assume that a multiple-line 
stock company will always be taxed under phase 2. The investment of the large 
reserves required by this type of company might well produce taxable invest- 
ment income which exceeds the gains from operation. This result would depend 
upon the individual experience of each such company. We can say that were 
this $1 million gain realized by a multiple-line company, it may or may not be 
taxed under phase 2. In instances where the gain is taxed under phase 2, it is 
submitted that the tax constitutes discrimination between stock companies as a 
group and mutual companies as a group. 

Let us examine the tax impact to a so-called specialty company realizing this 
same $1 million gain. Most of these companies are of rather recent vintage and at 
this period in their history find themselves with a preponderance of credit life 
business. It should be stated for the record, however, that many of such com- 
panies, similar to the one I represent, are also writing ordinary life business. 
We have seen that credit life insurance companies do have reserves but such 
reserves decrease over the term of the policy, while reserves from ordinary life 
business are constantly ascending. Therefore, while on the surface it would ap- 
pear that a so-called specialty company would be in the same position as a multi- 
ple-line stock company, in that its investment income would exceed its operating 
gains, as a practical matter the reverse is true. In most cases, operating gains 
will exceed investment income. This means that specialty companies will always 
incur a tax under phase 2. 

Let us pause here to review the inequities revealed thus far. With a $1 million 
gain from credit life insurance business, the following tax results under phase 
2would obtain under the bill : 

(a) The mutual company, in practice, will incur no tax. 

(6) The multiple-line stock company may or may not incur a tax. 

(c) The specialty company, in practice, will incur a tax. 

Many companies, which today are known as specialty companies, desire to 
remain in the insurance business and to expand into multiple-line companies. As 
I stated above, many of the multiple-line companies of today started as specialty 
companies. The thrust of this bill would probably forever prevent the realization 
of this goal. 


B. Phase 8 discrimination. 


The foregoing discrimination is but one part of the overall discrimination. 
Phase 8 dashes all hopes that a relatively new company writing credit life 
insurance may even survive. 
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If a company does manage to arrive at that state where it has operating 

in excess of taxable investment income, under phase 2, 50 percent of that OXCegg 
is taxed at ordinary rates. The balance of this excess (the other 50 percent) jg 
placed in a newly created account known as policyholders surplus. On its Surface 
the limitations on this account cause the imposition of an automatic tax, Ones 
again, however, in practice, this aspect of phase 3 would cause additional tay 
only to so-called specialty companies. By operation of section 815(d) (4) under 
H.R. 4245, after the expiration of a relatively short period of time, these 
cialty companies will always be taxed on the other 50 
gains. 

We immediately learn that phase 3 in its entirety has no application to a 
mutual life insurance company. Thus, the mutual company is never required ty 
pay additional taxes on income from sources identical to that accruing to stock 
companies. It is evident that at this point formal discrimination exists between 
stock companies and mutual companies as a class. The proposed section 815(e) 
would apply to all stock life insurance companies. Again, as a practical matte 
it will have no effect upon a multiple line stock company. After a period of time 
however, this section, by reason of the cap imposed, will always affect a spe 
cialty company. 


Sains 


percent of underwriting 


PHASE 3 IS NOT A NEEDED REVEN UE PRODUCER AND SHOULD BE ELIMINATED 


Let us explore the practical effect of section 815(d) (4) 


upon stock com. 
panies. 


This section provides for an automatic tax if certain conditions are met 
Simply stated, when amounts in the newly created policyholders surplus account 
exceed the greater of — 


(a@) 25 percent of the life insurance reserves ; or 

(6) 60 percent of the sum of the net premiums for such taxable year: 
such excess is subject to tax at 52 percent. For the reasons indicated above, 
most new credit life insurance companies will have operating gains exceeding 
their taxable investment income, and consequently will incur a tax under phase? 
The remainder of the phase 2 tax base must be transferred to policyholders 
surplus. A specialty company will, in a short time, meet the limitations of this 
cap provision and consequently incur the automatic phase 3 tax referred to 
above. Thus, on any net gains from underwriting credit life insurance, the 
specialty coinpany is taxed in toto at 52 percent of its gain. If multipleline stock 
companies were similarly affected, it is recognized that between specialty com- 
panies and multiple-line companies there is no discrimination. 
is not the case. 

Expert witnesses have testified before your committee that their own com- 
panies’ reserves are such that the 25 percent of reserves would not have applica- 
tion to their company. Indeed, David A. Lindsay, assistant to the Secretary of 
the Treasury, testifying before this committee a couple of weeks ago, conceded 
that the 25 percent test is no ceiling at all. In other words, while multipletine 
stock companies come within the purview of section 815(d) (4), in practice this 
section will result in no additional tax to them. 

It is equally apparent that due to the magnitude of total premiums in a multiple 
line stock company, the 60-percent-of-premiums test would also be inapplicable 
to them. Thus we find that, through the operation of a revenue law, a credit life 
insurance company is placed at a serious competitive disadvantage. It is obvious 
that no company faced with this competitive disadvantage can long endure. Of 
necessity, such company must either merge with or sell to another life insurance 
company of a type which enjoys preferential treatment under the bill or cede its 
credit life business to that same type of tax-favored company. The Treasury 
Department cannot hope to obtain revenue by the operation of the “cap” pro- 
vision, as the affected companies cannot remain in business. I, therefore, respect- 
fully urge this committee carefully to review section 815(d) (4) with a view to its 
elimination. It serves to harm not the credit life insurance business in the 
United States, but rather a few companies whose only sin has been to engage 
largely in this legitimate business. 


However, such 








POSSIBLE MODIFICATION OF CAP PROVISION 





It.is submitted that equity can be achieved only by completely removing section 
815(d)(4). However, if your committee feels constrained to adopt the fiscal 
philosophy inherent in said section, may I suggest that it be redrafted along 
realistic lines. 
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J would like to discuss the 60-percent-of-premiums test. The difficulty with this 
st is that it has no relationship to reality. Actually, one is comparing elements 
gs unlike as apples and automobiles. A simple illustration will prove this point. 
Jet us assume a company experiences operating gains in excess of taxable invest- 
ment income for 4 years. Its policyholders’ surplus account has reached 60 

cent of current premiums. In the fifth year, its net premiums decline; 60 
percent of the fifth year’s premiums would be less than the balance in the policy- 
polders Surplus account, with a resnitant tax on the excess of 52 percent. 

One need not be an expert in the insurance industry to realize that the 4 years 

or accumulation in the surplus account could not possibly arise from the fifth 
year’s premiums. In spite of this lack of relationship, the bill's test would have 
ge compare the fifth year’s net premiums with the prior 4 years’ profits. This 
meaningless relationship thus triggers the automatic 52-percent tax. 

Indeed, it is submitted that the protection which the policyholders surplus 
account is designed to give existing policyholders can be better assured if the 
eiling of the account is based upon a measure other than either the reserves or 
me taxable year’s premiums provided by the law. The size of the reserves is a 
function of the age of life insurance business. Under the level premium plan of 
doing life insurance business, the reserves of ordinary policies increase every 
year. Measuring the policyholders surplus for the protection of policyholders 
on the basis of reserves is not realistic because in the event of a catastrophe 
which would increase mortality in a short period of time the company would be 
ina better condition with a surplus based upon the face amount of insurance in 
force than upon the reserves it holds supporting its policies. In the event of a 
catastrophe, the company must pay the face amount of insurance, not just the 
reserves. 

Enough has been said to show the capriciousness of this 60-percent-of-premiums 
test. Happily, it is remarkably easy to adopt a more realistic test, if indeed the 
“ap” is needed at all. For example, a ceiling based on a percentage (say 5 
percent) of the company’s insurance in force would at least relate the “cap” to 
arealistic basis. 

OTHER DEFECTS 






There are at least three other defects in the bill, unintentional technical im- 
perfections which are inevitable in a measure of such length and complexity. 

I respectfully direct your attention to section 815(d)(2) of the bill, which 
provides as follows: 


“(2) Termination as life insurance company.—Except as provided in section 
$81(c)(22) (relating to carryovers in certain corporate readjustments), if for 
any tarable year the tarpayer is not a life insurance company, then the amount 
taken into account under section S02(b) (3) for the preceding taxable year shall 
be increased by the amount remaining in its policyholders surplus account at the 
cose of such preceding taxable year.” 

Emphasis has been added to the above to show that the caption speaks of the 
termination of a life insurance company while the text of the section does not. 

It is submitted that if a corporation fails to qualify as a life insurance com- 
pany under the definition of section 801(a) of the bill, no part of the bill should 
apply to it. This would leave it taxable as any other corporation. 

Since a life insurance company could fail to have life reserves in excess of 
other reserves in one particular year only, it is too great a penalty to tax the 
entire policyholders surplus account. It would be enough to have the earnings 
taxable for that year under the general corporate tax. This was the penalty 
under the prior law taxing life insurance companies. 

Under the definition of section 801(a) a company doing life insurance business 
tan fail to qualify as a “life insurance company” whenever its other reserves 
exceed its life insurance reserves. This can come about even unintentionally 
through the cancellation of a large group life insurance contract on the one hand, 
or substantial sudden increases in accident and health insurance reserves on 
the other. 

The effect of this section as now written is to make the entire amount in the 
policyholders surplus account suddenly taxable. 

It seems that this consequence should result only upon a complete cessation 
of business. Indeed, this was the very word used by Mr. Mills when he described 
this provision to the House (105 Congressional Record, p. 2337, Feb. 18, 1959). 

It is recommended that section 815(d) (2) be amended to show clearly that it 
relates only to a complete termination of business as a life insurance company. 
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The exact terms upon which this drastic tax should fall might be subject to 
debate, but in order to make a concrete proposal the following language jg 
submitted : 

Amend section 815(d) (2) to read as follows: 

“(2) Termination as life insurance company.—Except as provided in Section 
381(d) (22) (relating to carryovers in certain corporate readjustments), if for 
any taxable year the taxpayer is not a life insurance company, then it és not 
tawable under this part. If such company should cease doing new business agg 
life insurance company or fail to qualify as a life insurance company for 3 gue. 
cessive years, then the amount taken into account under section 802 (Db) (8) for 
the preceding taxable year shall be increased by the amount remaining in the 
policyholders surplus account at the close of such preceding taxable year.” 

The second defect relates to pre-1959 surplus. Under the bill, distribution is 
made first out of the shareholders surplus account, then out of policyholders 
surplus account, and then out of other accounts. A surplus accumulated prior 
to January 1, 1959, was intended to be tax-free when and if distributed, but since 
such a surplus under the bill could not be distributed until distribution has beep 
made from the two newly created accounts, the effect of the wording of the 
bill is to prevent the tax-free distribution of pre-1959 earnings until there has 
been a tax paid on distributions from the two accounts built up by earnings in 
1959 and later. 

The third defect relates to the establishment of bad debt reserves. Section 
809(e) (2) specifically precludes a life insurance company from establishing 
reserve for bad debt losses on mortgage loans. Most life insurance companies 
have substantial investments in mortgage loans on which there is a normal 
loss experience. As a matter of fact, there have been periods in the past when 
losses on mortgage loans have been catastrophic. There seems to be no valid 
reason to discriminate against life insurance companies in the establishment of 
a reasonable reserve for losses on mortgage loans. 

The effective date of phase 2 should be postponed for 1 year, because it 
effects a substantial change in the method of taxing life insurance companies 
long after their operations for the year to which the bill applied, namely 1958, 
have been concluded and after the filing of annual statements by the companies 
with various State insurance departments. The enactment of the bill may re 
quire a variety of revisions in figures already reported in these annual statements, 

The bill further compounds the unfairness by making applicable to 1958 a tax 
formula not dreamed of or considered before the latter part of 1958 and for 
which no accurate provision could have been made by any of the companies af- 
fected, as is required by prudent business management. 


CONCLUSION 


The credit life companies are perfectly willing to pay their fair share of taxes. 
These companies concede that they have accumulated substantial gains tar- 
free, as indeed other insurance companies have, due to the fact that the tax 
base of life insurance companies has been for many years investment income. 
I wish to make the point, however, that such tax-free accumulation of gains 
has not been the result of trickery, evasion, or subterfuge. Rather this state 
of affairs resulted solely through the operation of the tax laws. 

The Crarrman. Have you anything further to say, Senator? 

Mr. Lucas. I have nothing further to say, unless some Senator de- 
sires to ask me a question on it. 

The Cuarrman. Are there any questions ¢ 

Senator Kerr. Mr. Lucas, does your statement deal with the belief 
or statement or possibility of discrimination as a result of this bill 
as between various elements of this industry ? 

Mr. Lucas. Senator Kerr, I should say that 85 percent of this man- 
uscript deals with the discriminatory features as we find them in this 
bill. 

Senator Kerr. Well, that is fine. 

Mr. Chairman, I can only say this is a bad day for O’Keefe not to 
be operating. 
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Mr. Lucas. Well, I assure you that he would like to be here, Senator 
Kerr. ; 

Senator Bennetr. Senator, maybe the day is the reason he isn’t 
operating. 

(Laughter. ) 

Senator Kerr. I had thought that such a possibility would be con- 
templated by all men of wisdom, but unreferred to by all men of 

will. . 

(Laughter. ) 

The CHAIRMAN. The next witness—— 

Senator Bennetr. May I make one observation. It is early in the 
morning. 

The Cuairman. The next witness is Mr. Forrest Ray of Conti- 
nental Service Life & Health Insurance Co. 

Mr. Ray, please proceed. 


STATEMENT OF FORREST G. RAY, ON BEHALF OF THE NATIONAL 
ASSOCIATION OF LIFE COMPANIES, INC., AND TWO OF ITS 
IOUISIANA MEMBERS 


Mr. Ray. My name is Forrest G. Ray. This statement is made on 
behalf of the National Association of Life Companies, Inc., and two 
of its Louisiana members. 

Iam a member of the executive committee of the National Associa- 
tion of Life Companies, which is a trade association under the laws 
of the State of Georgia, and having more than 120 member com- 
panies located in 25 States. I also particularly represent two of 
members of this association, the Contmental Service Life & Health 
Insurance Co., and the Guaranty Income Life Insurance Co. of Baton 
Rouge, La., the latter of which I am also vice president and secretary. 
lam not a tax consultant, nor do I represent myself as an expert on 
tax law, but my regular work includes the preparation of both annual 
statements and tax returns for several small stock life insurance com- 
panies, and I have served as an executive officer of one for more than 
30 years. 

J am here in the recited capacities to oppose H.R. 4245, and to sup- 
port as a substitute the “Total investment income” approach sponsored 
and filed by the National Association of Life Companies with this 
committee today. 

When H.R. 4245 was adopted by the House it was considered as the 
only alternative to the 1942 formula of taxation, which formula proved 
unsatisfactory both to the industry and the Treasury. 

In the words of Representative Curtis of Missouri, the industry did 
not fight the bill before the Committee on Ways and Means because, 
“the industry has been blackmailed by the 1942 law. If this bill does 
not go through, we would revert to the 1942 formula, which is a bad 
formula * * * It was actually used as a sledge hammer over the 
heads of the life insurance industry by both the Treasury Department 
and the Committee on Ways and Means.” 

The 1942 formula is not the only alternative to H.R. 4245, as we 
show by offering a substitute which is equitable, and one which we 
think will in the long run produce more revenue for the Government 
than will H.R. 4245, 
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In opposition to H.R. 4245 we will not belabor the many objection 
which have already been presented to the committee by the mutygk 
and the stock companies, but will discuss a few points which we fe 
have not been adequately emphasized. 

To us, H.R. 4245 appears to have developed into a punitive type of 
legislation, which will destroy or seriously jeopardize all small stog 
companies, by placing them in an unbearable competitive position 
This may have resulted inadvertently, in part, from a determined efor 
to be severe with a very minor element of the stock companies whid 
have succeeded in having themselves classified as life insurance to tak 
advantage of the sound principle of taxing only investment income of 
true life insurance companies. <A brief provision can easily cord 
such abuses, and such a provision is included in the recommended 
substitute. 

Next, we call attention to the fact that the mutual companie, 
largely concentrated in the Northeastern States, dominate the market 
and fix the competitive pattern of the business. This is clearly evident 
when we consider the fact that six of the giant mutuals have mon 
than 50 percent of all the life insurance in force in the U.S.A,, and 
much more than 50 percent of the assets of all the business, and that 
they secured more than 50 percent of all the new business written 
during 1957 in the U.S.A. 

Stock and mutual companies sell a similar product to the same 
public and for identical purposes. But since the mutuals so com 
pletely dominate the field 1n one of the most fiercely competitive mar. 
kets in America, any significant differential in the way of tax advan- 
tage to the giant mutuals will completely cripple the stock companies 
especially the smaller one, and ultimately force them out of busines, 
Incidentally, the proposed H.R. 4245 will also place small mutualsat 
a big disadvantage. 

We know that it is not the intention of our Congress to kill the 
stock companies and feed their meat to the giant mutuals; therefore, 
we were shocked to learn of the success of a willful few representa- 
tives of the giant mutuals whose counsel and advice were used to 
frame the provisions of H.R. 4245 that it would be a legal wea 
for destruction of their small competitors, especially the stock 
companies. 

We direct your attention to the great interest and concern whieh 
our Government has recently shown in the alleged strangulation of 
competition in certain areas of industrial manufacturing and service 
enterprises. Then why should the same Government foster and adopt 
H.R. 4245, the most effective weapon yet devised by those who would 
intentionally or unwittingly strangle competition in the life insur 
ance industry ? 

We recite the fact that some of the large mutuals were once small 
stock companies, and the free enterprise system was fertile ground 
for their growth into such giant mutuals, but they now disregard the 
threatened permanent damage to that free enterprise system and seek 
to cut off the possibility of other small stock companies ever attaining 
a position which could challenge their position of superiority. 
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But, let us be brief, and summarize our objections to H.R. 4245, as 
follows : . iag j ; 

(1) It abandons the well-established and proven principle of taxing 
each segment of theindustry inthesame way. 

(2) It imposes a tax on stock companies which is not required of 
mutuals. ren ail 

(3) It attempts by indirection to tax State and municipal bond 
interest. ' 

(4) It grants tax freedom to the investment income from large 

nsion funds, giving another tax advantage to the giant companies 
which are the only ones qualified to do such business. 

(5) It imposes a tremendous and sudden tax increase on the 
indust ry asa whole. 

(6) It involves a tax, measured by dividends to stockholders, im- 
posing limitations and restrictions on management which are unde- 
sirable, and may form a precedent, spreading to other industries. 

(7) It limits and restricts stock companies (but not mutuals) 
from building surplus for the greater protection of policyholders. 

(8) It will drive capital from the industry. 

Coming now to our reasons for supporting the substitute proposals 
fled by the National Association of Life Companies, we ceo aaeas 


that there is no reason to tax mutuals and stock companies in a dif- 
ferent and lopsided manner, because in the last analysis there is no 
difference between their sources of income and no difference in their 
distribution of profits. 

iifferees, except in name, between the mutual policy- 


There is no ¢ 
holders as a group and the stock company policyholders and stock- 
holders as a group. When a great tax bite is taken from a mutual, its 
policyholders will receive less dividends; and when a great tax bite 
is taken from a stock company, its policyholders and stockholders will 
receive less dividends. 

The only taxable income of the mutual companies is correctly held 
to be the investment income, for all other moneys they hold are capi- 
tal deposits by policyholders or investment income previously ac- 
erued. One may as well argue for tax of bank deposits as to call 
for income tax on such insurance deposits. However, the same thing 
is true of the stock companies (except for a few specialty companies). 
The stock company must accrue from underwriting margins much 
more surplus per $1,000 of insurance in force on its low premium non- 
participating business, if it is to offer the public protection equal in 
safety and at a cost competitive with the business of the big mutual 
company, 

The small number of exceptional companies where the principal 
source of dividends to ackhalanes may not be investment income, are 
% insignificant that no taxation of a life insurance company should 
even be considered. Such small element can easily be and is taken 
care of in our substitute proposals by a simple addition to the basic 
law under which we were all taxed alike in 1957. 

By investment of the policyholder’s funds which they retain in 
reserve and surplus, mutual companies make very substantial 
profits, especially since the guaranteed interest rate at which the 
reserves accumulate is usually very low compared to stock companies. 
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The mutuals make profits as any other investment concern does for 
those who supply the funds for investment. 

A substantial amount of such investment profit is distributed to the 
policyholder in augmentation of, and as an unidentified part of th 
dividends paid policyholders. 

This distribution of investment income, included in policy diy. 
dends, is and has been properly tax free to the recipient policyholders 
of both mutual and stock companies. 

On the other hand, the portion of investment income which js 
paid as a dividend to stockholders is and has been fully taxed to the 
recipients. For instance, in 1957 the member companies of the 
American Life Convention paid dividends to stockholders of $77 
million, and paid $78 million in income taxes, and the stockholders 
also paid income taxes on their $77 million of income. This remains 
unchanged in the proposals of the National Association of Life Com. 
panies, whereas H.R. 4245 levies an additional tax on the funds which 
are set aside by the stock company for payment to stockholders, 
which additional levy is discriminatory because no corresponding tax 
is levied on any funds which are set aside by mutual companies for 
payment to their policyholders, and it might well be noted here that 
scattered throughout the United States there are hundreds of thou- 
sands of such stockholders who would immediately note and resent 
the reduction of their dividends and the unfair and discriminatory 
tax which caused it. 

In that connection, I have said above that capita] will take flight 
from the industry, that is what I am emphasizing here. These stock- 
holders will note any change whatever in their dividend rate and if a 
tax is placed there to make the stock of a life insurance company w- 
attractive to the public, capital will take flight. It will be hard for 
us to retain enough capital or attract capital in the future. 

The substitute proposals of the National Association of Life 
Companies preserve the equality of taxation throughout the 
industry, which has proven so satisfactory, while at the same time 
providing the additional revenue needed by the Government. 

Also, these proposals will provide increased revenue with the growth 
and progress of the industry without wide fluctuations from year to 
year as would follow adoption of H.R. 4245, and would be susceptible 
of simple rate change to affect increase or decrease of taxes. 

Further, these proposals would impose a tax on total investment 
income, which is the only true and readily ascertainable and calculable 
income of the peculiar business of insurance. 

We respectfully urge that H.R. 4245 be killed and that the substitute 
proposals of the National Association of Life Companies be adopted. 

The Cuatrman. Thank you very much, Mr. Ray. 

Mr. Ray. Thank you. 

The Cuairman,. Senator Kerr. 

Senator Kerr. You say, “Therefore. we were shocked to learn of 
the success of a willful few representatives of giant mutuals whose 
counsel and advice were used to so frame the provisions of H.R. 4245, 
that it would be a legal weapon for destruction of their small competi- 
tors or especially stock companies.” 

I wonder if you would give me the details of your knowledge on that. 
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Mr. Ray. Well, the thing that I have reference to there was that 
representatives of the major companies acted as advisers, so we were 
told-——— fi; 

Senator Kerr. Now wait just a minute. Are you giving us the 
benefit of your knowledge or are you giving us a repetition of rumors? 

Mr. Ray. Well, lam just g giving you the information I have received 
by mail from various sources 

Senator Kerr. Well, I w ant to know about the details of it. 

I want to know, first, who the willful few representatives are, and 
how their advice comes to us in the form of a bill passed by the House 
of Representatives. 

Mr. Ray. Senator, the feeling—— 

Senator Kerr. I am not talking about the feeling now. I am talk- 
ing about a statement you made in this record. 

Mr. Ray. Well, this statement arose by reason of the way I felt 
about it. I was convinced that certain individuals in the life insur- 
ance business had influenced the trend of this legislation because only 
people inside the business will know the details well enough to know 
how to frame such an abomin: ible bill as that H.R. 4245. 

Senator Kerr. That is a conclusion which you have a perfect right 
to arrive at. But you made a statement here which I either want 
you to substantiate or let it stand expound as having been a conclusion 
of the witness and not a statement of fact 

y ou said, * ‘We were shoe *ked to learn of the Success of a few willful 
representatives.” Are you willing to give this committee the names 
of the representat ives you re ferred to here? 

Mr. Ray. No, sir; you can let it stand as my opinion. 

Senator Kerr. This is your opinion, then? 

Mr. Ray. Yes, sir. 

Senator Kerr. And not the statement of a fact that you are able 
to substantiate. 

Mr. Ray. I could substantiate it to my satisfaction but maybe not 
to yours, Senator. 

Senator Kerr. Well, would you give me the knowledgeable facts 
that are the basis of satisfying you ¢ 

Mr. Ray. I could file that with the committee. I am not prepared 
to name it. 

Senator Kerr. You do not know them now ? 

Mr. Ray. No. sir. 

Senator Kerr. You are aware of the fact that H.R. 4245 comes to 
us as an enactment by the House of Representat ive s? 

Mr. Ray. Yes, sir; I am also aware of the fact, if I may say so, 
that of the gentlemen sponsoring it on the floor of the House, | 
believe all e xcept one stated, according to the Congressional Record, 
that he did not—did not understand the bill but he thought it was 
a good one. 

Senator Kerr. Are you telling us, then, that the House of Repre- 

sentatives did not know what they were dong when they passed the 
bill? 

Mr. Ray. According toa good many of them; yes. 

Senator Kerr. I am not talking about according to them. I am 
talking about according to you. 

Mr. Ray. I think so, yes; that ismy opinion. 
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Senator Kerr. That is what you think? 

Mr. Ray. That is my opinion; } yes, sir. 

Senator Kerr. You also say, “the most effective we: upon yet devised 
by those who would intentionally or unwittingly strangle c¢ ompetition 
in the life insurance industry. 

To whom do you refer there ? 

Mr. Ray. I referred to the ones that are sponsor ing and promoting 
H.R. 4245. There are a good many life insurance companies that 
like it. There are some of the very largest that appear to like it, 

Senator Kerr. I am sure you are aware of the fact that this bil] 
was not passed by any group of insurance companies. 

Mr. Ray. Yes. 

Senator Kerr. Then do your phrases “would intentionally strangle 
or unwittingly strangle” refer to two different groups, or of more 
than one group? In ‘which group does the House of Representatives 
come under? | Laughter. | 

Mr. Ray. I would say unwittingly. 

Senator Kerr. Unwittingly ! 

Mr. Ray. Yes, sir. 

Senator Kerr. But just the tools in the hands of those who would 
intentionally do it? 

Mr. Ray. I wouldn’t describe them as that. 

Senator Kerr. Well, where—in other words, then, the only status 
you can give them is that of being witless. 

Mr. Ray. Well, I didn’t describe them as “witless,” either. 

Senator Kerr. Well, now, is there a great difference in your mind 
between “witless” and “unwittingly” ¢ 

Mr. Ray. Well, there is a difference between being misled when 
their intentions were good. 

Senator Kerr. Well, now, if they have no wit, how could they 
have intentions? [Laughter.] } 

I have always heard that where there was no brain there was neither 
pain nor purpose. 

Mr. Ray. Maybe I have made an unfortunate selection of words 
there. 

Senator Kerr. I am just trying to get into this record the identity 
either of the knaves or fools to whom you refer. 

I take it that the knaves are the willful representatives of the giant 
mutuals, and the fools are the membership of the House of Repre- 
sentatives. 

Mr. Ray. Well, I haven’t referred to any fools, Senator. I had no 
intention of implying anything of that nature. 

Senator Kerr. Well, what does “unwittingly” mean? Let me have 
a dictionary. 

The only word you are willing to apply, then, to the House of Rep- 
resentatives is “unwittingly,” is that it? 

Mr. Ray. That is the only word that is printed here that I 
would 

Senator Kerr. Well, we will find out. [Laughter. ] 

The reasonable assumption being that you mean the only word 
that is printed here or the only word that is print: able? {Laughter.] 

Mr. Ray. I believe I gave you another word, “misled.” 

Senator Kerr. You did give me another word. 
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I want to get into the record what “unwittingly” means. I think 
that is of some interest. It is to me. 

Mr. Ray. To me it means without being fully conscious of the sig- 
nificance of what was being done. 

Senator Kerr. Well, then, a man, a fullwit or a halfwit could be 
conscious, couldn’t he—— 

(Laughter.) 

Senator Kerr. But it is immaterial if they are unconscious. 

It just happens that I have the highest regard for both the in- 
tegrity of purpose and the ability of the House Ways and Means Com- 
mittee of the House of Representatives. 

Mr. Ray. So do we, Senator, but our Representatives didn’t get 
any chance to vote on any kind of amendment. 

Senator Kerr. Who are your Representatives on the committee? 

Mr. Ray. I came from Louisiana. I don’t know whether they were 
any of those. ‘ 

Senator Kerr. You said your Representatives didn’t get a chance 
to vote. 

Mr. Ray. I am talking about no Representative from Louisiana 
orany other State had a chance in the House to offer an amendment 
tomake any type of correction. 

Senator Kerr. Well, they had a chance in the committee, didn’t 
they ¢ 

Mr. Ray. In the committee, if they could have gotten to that com- 
mittee. 

Senator Kerr. A deal that you have to get to, is that it ? 

Senator Wiiirams. Don’t you have Hale Boggs on the commit- 
tee, a Representative from Louisiana ? 

Mr. Ray. I believe so. 

Senator Kerr. “Unwittingly, not knowing, unconscious, unaware; 
adverb, unwittingly.” 

Does that about represent what you had in mind when you referred 
tothe House of Representatives part in the transaction ? 

Mr. Ray. I would say so. 

Senator Kerr. I was quite interested in your conclusion that “capi- 
tal would take flight.” To where? 

Mr. Ray. Most any other type of investment. It is a foregone con- 
clusion in our American way, that wherever a promise of future re- 
turns is best, capital will be attracted to it. If economic conditions 
or the law become such that any industry will suffer, and so on the 
way out, capital will fly from it. That is my conclusion. 

Senator Kerr. But you don’t have a destination other than just a 
general destination in mind ¢ : 

Mr. Ray. That is right. 

Senator Kerr. You also say : 

\ * * because in the last analysis there is no difference between their sources of 
income and no difference in their distribution of profits. 

Does that mean that a stockholder in a stock company is in no dif- 
ferent position with reference to the dividends he receives on his 
stock than is a policyholder in a mutual company with reference to 
the dividends or adjustments in costs which he receives 

Mr. Ray. No, sir; that is not what I meant. 
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What I meant was taking the entire group, policyholders and stock. 
holders in the stock companies, taking them as a group, and 
the policyholders in the mutual companies as a group, if you gi 
out an individual, you can get a warped idea of what happens, 

Senator Kerr. You say there is no difference in their distributig 
of profits. I take it that the distribution of a is made by the 
company ; that if you refer to the part played by the policyholder op 
the stockholder, it is one where it is a situation of receiving of 
profits. 

You don’t mean that a distribution of a dividend by mutual com. 
panies is identical in source or specifications to the distribution of 
dividends on stock by a stock company, do you? 

Mr. Ray. No, sir. Many stock companies write participating jp. 
surance, as well as nonparticipating. 

Senator Kerr. Now, you say: 

One may also well argue for tax of bank deposits as to call for income tax op 
such insurance deposits. 

Do not the banks pay a tax on the profits they make from the deposits 
they have? 

Mr. Ray. Yes, sir; and that is what we are arguing for here, Ip. 
surance companies should pay the same kind of tax on the income that 
we get earned from the deposits of the public in buying insurance from 
our companies. That is the prope rand the only proper source of tax. 

Senator Kerr. Well, you say, “One may as well argue for tax of 
bank deposits.” 

Mr. Ray. That is right. If you are going to argue for tax of in- 
surance premiums that come in, you might as well argue for tax of 
the deposits that you make to your chee ‘king account in the bank, 

Senator Kerr. Well, if the bank’s profit consisted of a percentage 
of the deposits made, would that not be a profit to the bank? 

Mr. Ray. In a sense it does consist of a percentage of those, but 
that percentage is of earned interest rate. 

Senator Kerr. I thought it was a percentage on the deposits, not 
a percentage of the deposits. 

Mr. Ray. It is a percentage on the deposits. 

Now, what was your question / 

Senator Kerr.’ You said, “One may as well argue for tax of bank 
deposits.” 

Mr. Ray, If you are going to argue for tax of the premium deposits, 
Tsay it is just as reasonable 

Senator Kerr. Now, is the position of the bank that reserve deposits 
identical with reference to those deposits 

Mr. Ray. No, sir. 

Senator Kerr. As is the insurance company with reference to the 
receipt of premiums? 

Mr. Ray. They are very comparable. If they were identical they 
would have to have a license as an insurance company. 

Senator Kerr. Very comparable? I thought one was the creation 
of a trust and bringing about the status of a enstodian and a depos- 
tory and the other was in the posture of re pivine a compensation for 
aservice rendered and a commitment made. 
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Mr. Ray. That commitment made includes the accumulation of the 
face amount of that policy to pay as an old age endowment, and so 
forth. 

Senator Kerr. I thought that the commitment made was in accord- 
ance with the terms of a contract which was an agreement to pay a 
certain amount in case of certain eventuality. 

Mr. Ray. Itis. 

Senator Bennerr. Will the Senator yield at this point for an idea 
inthe same field ? 

Senator Kerr. I must say it would be operating in a vacuum and 
I would welcome it. [ Laughter. | 

Senator Bennerr. Many banks make charges for services connected 
with deposits. ‘They make profits on service charges for the handling 
of checks and other things. 

Does the witness not feel if the bank makes a profit on that service, 
itshould pay an income tax on it ? 

Mr. Ray. I had not considered that sufficiently, Senator, to discuss 
that point. I thought that the bankers claimed that they never collect 
enough service charges to cover the cost of operating; that they always 
have to take a portion of the income. 

I am not a banker, but I couldn’t talk successfully on that point. 

Senator Bennerr. If they did not collect any service charges pre- 
sumably they would have a substantial loss. So that the collection 
of service charges adds to their profit, if they have a profit. 

Now it seems to me the insurance companies pay a fee to their agents 
for securing that business, and if they pay their agents less than it 
actually costs to secure the business, do they not make a profit on their 
dealings with their agent ? 

Mr. Ray. I would like to see that kind of a company. I have never 
seen one that did that yet. 

Senator Kerr. You have never seen a company that makes a profit? 

Mr. Ray. It always costs us more to get the business on our books 
than the premiums they take in during the first year. 

Senator Bennetr. I did not say the first year. You are arguing 
here about underwriting profits. You say they should not be taxed 
under any circumstances. 

Mr. Ray. My reason for saying that, Senator, is that in my opinion 
the underwriting profit should be accrued as additional surplus for 
protection of these policyholders. That is done in the mutual com- 
pany and the stock company should be permitted to do the same 
thing, and the only proper source of dividends to the stockholders of 
astock company would be investment income. 

Senator Bennetr. The insurance company does not always keep 
those underwriting profits for the benefit of its policyholders. Can 
they not make any contribution to the dividends that they pay to their 
stoc kholders ? 

Mr. Ray. Some specialty companies do. 

Senator Bennerr. Then you want to tell us that no regular life 
insurance ¢ aera make any underwriting profits ? 

Mr. Ray. No, I did not say ‘that. 

It depends on your definition of profit there. gee gain back some 
of the surplus that we put out in the first policy yea 
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It must be gained back in later years from underwriting profits jf 
we are ever to ) stay in business, and continue to write business, 

It is a proper source to regain our first year loss. So many policies 
lapse while we still have a loss on the books. 

Senator Bennerr. But apparently over all the years you regain 
more than your first year loss because you have profits left over to 
pay to your steckholders ? 

Mr. Ray. T at is mere rent on the money we are using. The stock- 
holders have deposited money with us to protect policy yholders, and 
they are the first to lose. If debt claims became excessive, the stock. 
holders will lose their investment. All of the stockholders’ money is 
there to protect the policyholder. 

Now the company is due to pay a rent for that money that the stock- 
holders put in there and it looks like some think that whenever we do 
pay our rent and do not get too far behind in the rent that we have 
done something wrong. 

Senator Bennett. Is there any difference in the rent that is paid 
for the use of stockholders’ money in an insurance company and ina 
manufacturing company ¢ 

Mr. Ray. None that I know of. 

Senator Bennerr. And we tax manufacturing companies at 52 
percent of their profits before we allow them to pay any rent to their 
stockholders. 

That is all I wanted to say. 

Senator Kerr. I appreciate the contribution that the Senator has 
made, and can only remark that he has dramatized the amazing state- 
ment or premise of the witness which he apparently seriously takes 
to the effect that a bank deposit owned by a depositor and hi andled as 
a trust by the bank, is identical in character with a premium paid by 
the policyholder to a stock company as a charge for a service ren- 
dered, a contract entered into, a commitment made and honored. 

I am sure, in my own mind, that if the witness is serious in his 
position, that he is in the identical condition as he indicated he 
thought the House of Representatives was when they passed this 
bill. 

[ Laughter. ] 

Senator Kerr. That is all, Mr. Chairman. 

The Cuatrman. Senator Williams. 

Senator Wruuiams. Mr. Ray, in your statement you state: 

We respectfully urge that H.R. 4245 be killed and that the substitute proposals 
of the National Association of Life Companies be adopted. 

Now, what are your proposals? 

Mr. Ray. Well 

Senator Witu1AMs. How would you tax them ? 

Mr. Ray. This substitute deals with the taxation of life insurance 
companies for the years subsequent to 1957. Under the proposed 
substitute the 1942 formula would be permanently eliminated and the 
current stopgap measure or Mills law would be made permanent with 
two modifications. 

The first of these modifications would be to institute an overall 
decrease in the deduction provided against net investment income. 
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Under the present law insurance companies are allowed to deduct 
87.5 percent of the first $1 million of investment income, and 85 per- 
cent of the remainder. 

Under the proposed new formula a deduction of 90 percent would 
be provided against the first $250,000, and 84 percent the next $750,- 
000, and 78 percent against all investment income over $1 million. 

This new formula contains a slight additional break for small com- 
panies by increasing the deduction rate on the first $250,000 of invest- 
ment income. 

However, on all amounts of investment income above $250,000 the 
deduction rate is substantially decreased and the yield of the proposed 
bill would be $172 million greater than under the law in effect in 1957. 

Senator Witi1ams. You said it would be “substantially.” What 
would it be, 1 percent, 5, 10, 20, or what? What is the definition ? 

Mr. Ray. I didn’t compute the increase; $172 million compared 
to——~- 

Senator WitiiaMs. I mean what rate? 

Mr. Ray. What percent would obtain there? 

Senator Witu1ams. Yes; when you said it would be substantially 
reduced, now what is the word “substantially”? What does it mean? 

Mr. Ray. Senator, at which part, what question are you asking? I 
don’t understand you, Senator. 

Senator Witt1aMs. You just read the statement there and you said 
that the enactment of your proposal would reduce substantially— 
you used the word “substantially”—and I wanted to know what you 
mean by “substantially” to be a little more accurate. What do you 
mean by it? How much does it amount to? 

Mr. Ray. Are you speaking of this sentence: 

However, on all amounts of investment income above $250,000 the deduction 
rate is substantially decreased. 

Senator WiiuiAMs. Yes, sir. 

Mr. Ray. Well, that is the percentages that I just read. 

In place of 85 percent a company could deduct only 78 percent, 
and the difference would be fully taxable. At the present time the 
law assumes that it requires 85 percent of this investment income to 
maintain the reserves or to carry out the contract with the policy- 
holder. This would reduce that percentage to 78 percent for all of 
those amounts above this $250,000, 

Does that answer your question, Senator ¢ 

Senator Wiiuiams. Yes. 

Mr. Ray. The second modification to the Mills law suggested is 
that the tax on specialty company income—one of the defects in the 
present Mills formula is that certain specialty companies, primarily 
those virtually exclusively engaged in the writing of credit life 
Insurance, has little investment income but substantial and easily 
ascertainable underwriting profits. 

The present formula misses this income almost completely. 

Accordingly, it is proposed that a new category of income be 
established, namely, specialty company income. 

A specialty company would be defined as a company whose net gains 
from operations after dividends to policyholders exceed three times 
its investment income and nonlife insurance income, 
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In the case of such a company, 25 percent of such excess would be 
considered as specialty company income and subject to tax at the 
regular corporate rates. 

Net gains from operations is defined as that figure set out in the 
annual report of life insurance companies as net gain from operations 
after dividends to policyholders. 

This is a standard widely recognized figure which is computed in 
the same manner by all companies on a form approved by the National 
Association of Life Insurance Commissioners. 

An earlier Treasury Department recommendation in this area was 
based on using the same figure to determine total income on all life 
insurance companies. 

Does that answer your question, Senator ? 

Senator Wix1aMs. Yes, but now I would like for you to clarify it, 

You broke that down in different brackets. At what rate would 
you tax the first $250,000? Don’t read all that over again. Just 
simple percentages, what rate would you tax the first $250,000? 

Mr. Ray. Ten percent. There would be a deduction of 90 percent. 

Senator Wriu1ams. That would be 10 percent? 

Mr. Ray. Yes. 

Senator Wuutams. And the next $250,000 you would tax at what 
rate { 

Mr. Ray. Eighty-four percent would be deducted; that would be 
16 percent. 

Senator WititamMs. Repeat that answer again. 

Mr. Ray. There would be an 84-percent deduction, leaving 16 per- 
cent to be the tax rate on that. 

Senator Wru1aMs. Mr. McClatchey, who was testifying before the 
committee representing your same company on March 4, said that that 
rate would be taxed at 15 percent. Now, which of you is correct? 
That is 15 percent of the next $1 million would be taxed. 

Mr. Ray. Wechanged that. We changed that in the form filed with 
the committee. 

Senator Wir11AMs. You have changed that since his testimony? 

Mr. Ray. Yes, sir; since his testimony. 

Senator Wuu1ams. That was an unwitting error; is that correct! 
[ Laughter. ] 

Mr. Ray. The change was an afterthought; I would rather put it 
that way. 

Senator Wmu1aMs. Well, I just have one more question: 

You say: 

Such small elements— 
referring to the change in the bill— 


can easily be taken and is taken care of in the substitute proposal by a simple 
addition to the basic law under which we are all taxed alike in 1957. 

What is that just simple addition, just in layman’s language? Just 
explain it; don’t read it. 

Mr. Ray. It is difficult to get this down in layman’s language. There 
are plenty of people in the business that don’t understand it. 

Senator Wi1i1ams. Well, do you understand it well enough to 
explain it without reading that paper, because that is the only way 
I can understand it. I just wonder about that simple addition, because 
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you said it was a very simple thing because it is a change you are 
mcommending, and how it affects—— 

Mr. Ray. After taking the figure from the annual statement show- 
ing the gain from operations, that that exceeds—I would rather file 
, statement, if I may, on that and put it in the record, Senator. I 
believe I can make it clearer if I am given time to word that and 

ut it in the record, if I may. 

Senator WituiAms. Well, yes; if you don’t know the answer, that 
jsall right. I hope you are not in the same position as the Members 
of the House were in that you don’t understand your proposal, because 
we in the committee are. 

Mr. Ray. There is a difference in the effect. 

Senator Wi1aMs. That is all right; you can file a statement on 
that if you wish. 

You represent a couple of companies, you mentioned here, in 
Louisiana. 

Mr. Ray. Yes, sir. 

Senator Wriuiams. If you don’t want to answer this question at 
this time, it is all right, but I wish you would answer it now or file 
it with the committee. 

The amount of tax these companies paid under the 1957 law, the 
amount of your investment income or the amount of your under- 
writing gains or profit, as you describe them, and the amount of tax 
you would pay if there is no action taken and the 1942 law stays on 
the books, or the amount that would be paid under H.R. 4245. 

Mr. Ray. I can answer part of that, but I can’t remember what 
whole set of figures. 

The Guaranty Income Life Insurance Co. had $26,000 and some 
hundreds of net income subject to tax. That was the net taxable in- 
come, and paid $8,420.90 in income taxes, 

Under the 1942 formula, which we would very much prefer to this 
H.R, 4245, our tax would have been, I believe I have the figure here, 
$14,987, a 78 percent increase. But we would rather have that than 
to have this other bill. 

Senator Witi1ams. What would your tax be under this other bill? 

Mr. Ray. Under this bill? 

Senator Writiams. Yes, H.R. 4245. 

Mr. Ray. I have had three tax experts try to help work it out. No 
two of them arrived at figures that were similar and I just wouldn’t 
know, but it looks like it could run anywhere from three to eight times. 

Senator Winr1ams. What would it be—excuse me. 

Senator Bennerr. If you had a $26,000 income, 8 times $8,000 is 
$64,000. 

Do you want to tell us that you are going to pay $64,000 taxes on 
4 $26,000 income ? 

Mr. Ray. Senator, I didn’t refer to—I am sorry, itis my error. I 
didn’t refer to the 1957. I was asked about our 1957 tax paid. I 
was talking about what we would have paid on 1958 income. 

Senator Wiiiiams. I want the years comparable. My question 
would be, don’t jump from one year to the others. 

Mr. Ray. I didn’t apply and haven’t tried to compute on 1957 busi- 
hess the tax under this new proposed act. 

Senator Witi1ams. What would the tax be on either your 1957 or 
1958 income under your proposed formula after you get that simple 
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recommendation which we don’t either understand at this time but 
include, what would your tax be? 

Mr. Ray. Well, incidentally, my company would not have that de. 
duction ; it is not in that class. 

Senator WiiiiAMs. Isee. But what would it be? 

Mr. Ray. The tax would be substant ially more than we paid in 1957: 
but slightly under what it would be under the 1942 formula, which was 
$14,000 and something. 

Senator Wi1aMs. Well, we are back again to the words “substap- 
tial” and “slightly under,” and would you furnish the exact figures 
for the committee ? | 

Mr. Ray. I don’t have them. 

Senator WiiuiaMs. I realize that, and I asked the question with 
that thought in mind. 

Mr. Ray. Yes, sir. 

Senator Wiii1ams. Would you furnish the figures to the committee 
both for 1957 and 1958 as near as you can on each of the two com- 
panies you represent ? 

Mr. Ray. Yes, sir. 

Senator WiiuiamMs. Comparison. 

Mr. Ray. Yes, sir. 

Senator WitxiamMs. That is all. 

(The following information was subsequently submitted by Mr. Ray 
in response to the question by Senator Williams:) 

Guaranty Income Life Insurance Co. paid $8,420 taxes on 1957 operations. 
Would have paid $20,211 under 1942 formula. Would have paid $33,863 under 
my interpretation of H.R. 4245. Would have paid $16,304 under substitute recom- 
mended by National Association of Life Companies. 

The CHarrmMan. Senator Frear. 

Senator Frear. Just one question: Do you think that the insur- 
ance companies as a whole should be taxed by the Federal Govern- 
ment on a similar basis with that of any other industry, after reason- 
able allowance has been made for reserves to policyholders? 

Mr. Ray. I don’t think that you can call it similar. The |usiness is 
so dissimilar from any other industry. 

Senator Frear. Well, then, your answer is “No”? 

Mr. Ray. Yes, sir. 

Senator Frear. Thank you. 

The Cuatrman. Senator Bennett. 

Senator Bennett. I don’t think I have any more questions. 

The CuarrmMan. Senator Anderson. 

Senator Anperson. I see you state that you represent the Con- 
tinental Service Life & Health Insurance Co., and the Guaranty In- 
come Life Insurance Co. 

I have a copy of Best’s Insurance Report for 1958. Where would I 
look in that for these companies ? 

Mr. Ray. Look under the name Guaranty Life. 

Senator Anperson. Would you like to look with me and see if 
you can find it ? 

Mr. Ray. Yes. 

Senator Anperson. I found the Guaranty Mutual, but I can’t seem 
to find your company there in the first part. Could you help me? 

Mr. Ray. Yes; your pages were just stuck together, Senator. It is 
on page 733. 
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Senator ANDERSON. 733. What type of life insurance do you write, 
all types of it ¢ i. a 

Mr. Ray, Ordinary, both participating and non-participating ; no 
other type, no health and accident. 

Senator ANpEeRsoN. Do you feel that there might be a flight of 
capital away from this industry if this bill is passed? 

Mr. Ray. Yes, Senator, and I might say that we are trying to raise 
sdditional capital right now, and we are offering to our present stock- 
holders additional stock, and notices are already in the mail, and we 
are going to have a great difficulty in getting them to put their money 
in the business to help us grow, build it like we should, if a tax meas- 
yresuch as this should be passed. 

Senator Anperson. Well, 1 repeated some figure here on it the 
other day on the information of a number of companies; the State of 
Arizona had three companies in 1950 and has 81 today. 

Would you think there has been quite a flight of capital into the 
life insurance business ? 

Mr. Ray. Yes, due to the fact this bill was not in effect. 

Senator Anperson. Then there was a tax advantage that made it 
attractive, was there not / 

Mr. Ray. Not necessarily tax advantage, but good business. 

Senator ANperson, You don’t think they got in because this was 
aflourishing field for a short time? 

Mr. Ray. No, sir. 

Senator Bennetr. Would the Senator yield ? 

Senator AnpEeRsON. Yes, sir. 

Senator Kennett. I hesitated a minute or two ago to raise this ques- 
tion, but since the Senator has raised it, would you be interested to 
know within the poner of time we have been studying this bill I have 
been approached by a man for an underwriting company that is under- 
writing a new company, telling me this was the last remaining tax 
shelter in the United States, and urging that as my reason for 
purchasing his stock. 

Senator ANperson. A good many people have faced this situation. 

Mr. Ray. I think that is only a myth. 

Senator Anperson. You think it is only a myth? Well, I was 
looking at capital paid in. 

Senator Kerr. Would the Senator yield there? 

Senator Anperson. Certainly. 

Senator Kerr. He said it was only a myth. Is a myth something 
that was and ain’t, or something that never was? [Laughter. ] 

Senator Anperson. That question, I take it, is addressed to the 
witness. 

Senator Kerr. What is a myth? Is that a mental reaction of the 
unwitting? I mean, you know, a myth—well, I thank the Senator. 
Ididn’t get very far. 

Senator Anperson. Well, I was looking at a company organized 
half a century ago, I admit, in the State of the able Senator from 
Tennessee, with a total amount that was paid into it of $65,500. They 
have paid cash dividends through 1957 of $23,365,000. They have 
paid stock dividends of $24,934,000. They still have a capital of $25 
million, even though they only paid in $65,000, and they have got a 
surplus of $75 million. 
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Would you say that was reasonably good rent ? 

Mr. Ray. Yes. 
Senator Anperson. That is the kind of rent you want remaining 
in this business. 

Mr. Ray. That is a special type of operation, though. 

Senator Gore. Wait a minute 

Senator Anperson. You are in for trouble if you take the Senate 
from Tennessee on. 

Senator Gore. This company does not agree with all my views, byt 
we are in thorough agreement it is not a speciality company. 

Mr. Ray. I apologize, Senator. 

Senator Anperson. Well, to go back to this Arizona situation. Dy 
you think from 3 companies to 81 companies in 10 years in a State 
as small as Arizona financially, is just normal, natural growth ing 
business ? 

Mr. Ray. I think it is very unreasonable. 

Senator Anperson. Well, you then are quite critical of the Houg 
of Representatives. I didn’t quite get the statement you made tp 
the Senator from Oklahoma about Members getting on the floo 
and saying they didn’t understand the bill. Did I eadeecteail you to 
say that sponsors of the legislation said that ? 

Mr. Ray. Those who were favoring it, promoting it; yes. 

Senator Anperson. Sponsoring it. Did that include the able Con. 
gressman from Arkansas, Mr. Mills? 

Mr. Ray. No, Mr. Mills, I believe, was the only one who said he 
understood it. 

Senator Anperson. I am happy to have you say that, because! 
served with Mr. Mills on the Ways and Means Committee. My im- 
pression of him was that he would likely understand anything that 

e sponsored. 

Mr. Ray. I think so. 

Senator Anperson. Well, then, only Mr. Mills. No Republicans 
on the committee that you can think of? [Laughter.] 

You see, we Democrats get accused of being wasteful spenders and 
lavish with money, and I just wonder if there were any good, sound, 
financial minds on the Republican side of it. 

Mr. Ray. Apparently none of them understood the measure. 

Senator Anperson. I am glad to have that contribution. You will 
find out there are probably some Republicans here that understand it, 
and I would assume that took place in the House. 

You answered Senator Kerr about the success of these few repre 
sentatives of the giant mutuals, you didn’t name any of those giant 
mutuals. You represent a hundred and some companies. Have yot 
furnished us a list of those 120 member companies ? 

Mr. Ray. We can file it. 

Senator AnpEerson. Would you do that? 

Mr. Ray. Yes, I would be glad to. 
(The information referred to follows :) 





MEMBERS OF THE NATIONAL ASSOCIATION OF LIFE COMPANIES, AS OF 
JANUARY 1, 1959 


Acme Life Insurance Co., Springfield, M1. 
Acme National Life Assurance Co., Shreveport, La. 

Alaska Western Life Insurance Co., Anchorage, Alaska. 
American Buyers Insurance Co., Phoenix, Ariz. 
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jmerican Capitol Insurance Co., Houston, Tex. 

smerican Home Life Co., Spencer, Iowa. 

american Insurors General Insurance Co., Laurel, Miss. 
rican Foundation Life Insurance Co., Little Rock, Ark. 

American Life Savings Insurance Co., Miami, Fla. 

american Security Life Insurance Co., Fort Wayne, Ind. 

American Standard Life Insurance Co., Fort Worth, Tex. 

American Travelers Life Insurance Co., Indianapolis, Ind. 

American Trust Life Insurance Co., Wichita Falls, Tex. 

Atlantic National Life Insurance Co., Montgomery, Ala. 

Bankers Fidelity Life Insurance Co., Atlanta, Ga. 

Bankers Service Life Insurance Co., Oklahoma City, Okla. 

Beacon Life Insurance Co., Oklahoma City, Okla. 

Capitol Co-operative Life Insurance Co., Denver, Colo. 

Capitol National Life Insurance Co., Houston, Tex. 

Cardinal Life Insurance Co., Louisville, Ky. 

Charter Oak Life Insurance Co., Phoenix, Ariz. 

Citizens National Life Insurance Co., Indianapolis, Ind. 

Citizens Standard Life Insurance Co., Corpus Christi, Tex. 

Coastal States Life Insurance Co., Atlanta, Ga. 

Commercial Travelers Life & Accident, Dallas, Tex. 

Continental Service Life & Health, Baton Rouge, La. 

Cotton States Life Insurance Co., Tuscaloosa, Ala. 

Crown National Life Insurance Co., Indianapolis, Ind. 

Dixie Life Insurance Co., Little Rock, Ark. 

Early American Insurance Co., Atlanta, Ga. 

Empire Life of America, Little Rock, Ark. 

Estate Life Insurance Co., Amarillo, Tex. 

Farmers National Life of Georgia, Atlanta, Ga. 

Farm & Ranch Life Insurance Co,, Houston, Tex. 

Federal Old Line Insurance Co., Federal Way, Wash. 

Fidelity Reserve Insurance Co., Little Rock, Ark. 

Fidelity Standard Life Insurance Co., Baton Rouge, La. 

Fireside Commercial Life Insurance Co., Alexandria, La. 

First National Life Insurance Co., Atlanta, Ga. 

First National Life Insurance Co., Phoenix, Ariz. 

First Pyramid Life of America, Little Rock, Ark. 

First United Life Insurance Co., Gary, Ind. 

Freedom Life Insurance Co., Greenville, S.C. 

General Life of Arkansas, Little Rock, Ark. 

Georgian Life & Health Insurance Co., Atlanta, Ga. 

Girardian Insurance Co., Dallas, Tex. 

Golden Rule Life Insurance Co., Lawrenceville, Ill. 

Great Commonwealth Life Insurance Co., Dallas, Tex. 

Great Plains Life of Wyoming, Casper, Wyo. 

Great Southwest Life Insurance Co., Phoenix, Ariz. 

Great Western Life Insurance Co., Oklahoma City, Okla. 

Guaranty Income Life Insurance Co., Baton Rouge, La. 

Guaranty Savings Life Insurance Co., Montgomery, Ala. 

Gulf Union Life Insurance Co., Baton Rouge, La, 

Hamilton National Life Insurance Co., Indianapolis, Ind. 

Harrison National Life Insurance Co., Indianapolis, Ind. 

Home Trust Life Insurance Co., Montgomery, Ala. 

Illinois Mid-Continent Life, Chicago, I. 

Illinois Security Life Insurance Co., Sterling, Tl. 

Independent Life Insurance Co., North Little Rock, Ark. 

Intercoast Mutual Life Insurance Co., Sacramento, Calif. 

International Fidelity Insurance Co., Dallas, Tex. 

International Life Insurance Co., Austin, Tex. 

Life Insurance Co. of Alabama, Gadsden, Ala. 

Liberty Life & Casnalty Co., Goodland, Kans. 

Lee National Life Insurance Co., Shreveport, La. 

Life Insurance Co. of Alaska, Anchorage, Alaska. 

Life Insurance Co. of Kentucky, Louisville, Ky. 

Life Insurance Co. of South Carolina, Columbia, 8.C. 

Mid American Life Insurance Co., Houston, Tex. 

Mid-Continent Insurance Co., Shreveport, La. 
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Mid-Continent Life Insurance Co., Fort Worth, Tex. 


Mid-Western Life Insurance Co., Enid, Okla. Senat 
Mountain States Life Insurance Co., Colorado Springs, Colo. ment ( 
Nationa! American Life Insurance Co., Baton Rouge, La. Mr. | 
National Bankers Life Insurance Co., Dallas, Tex. mae 
National College & University Life, Atlanta, Ga. game tl 
National Educators Life Insurance Co., Fort Worth, Tex. way ev 
National Investors Life Insurance Co., Little Rock, Ark, be hear 
National Life & Casualty Insurance Co., Phoenix, Ariz. Sena 
National Old Line Insurance Co., Little Rock, Ark. ee 
National Security Life & Accident, Dallas, Tex. faith 11 
National Security Life Insurance Co., Indianapolis, Ind. and M 
New Mexico Life Insurance Co., Albuquerque, N. Mex. the Ho 
Oil Industries Life Insurance Co., Houston, Tex. spect 
Old Equity Life Insurance Co., Evanston, II. res} 
Permian Basin Life Insurance Co., Odessa, Tex. respect 
Perpetual Life Insurance Co., Denver, Colo. Repres 
Pioneer Life & Casualty Co., Gadsden, Ala. pointec 
Preferred Life Insurance Co., Dallas, Tex. throug 
Professional & Business Mens Life, Denver, Colo. © 
Reliance Life Insurance Co. of Georgia, Atlanta, Ga. Mr. 
Security National Life Insurance Co., St. Louis, Mo. ord, Se 
Security Savings Life Insurance Co., Montgomery, Ala. Sens 
The Service Life Insurance Co., Fort Worth, Tex. Sens 
Southeastern Life Insurance Co., Hattiesburg, Miss. vhs 
Southern Christian Life Insurance Co., Oklahoma City, Okla. you re 
Southern United Life Insurance Co., Montgomery, Ala. seni 
South Atlantic Life Insurance Co., Tampa, Fla. Mr. 
Southern Colonial Life Insurance Co,, Columbia, 8.C. Sen: 
Southern Equitable Life Insurance Co., Little Rock, Ark. +of 
Southwest American Life Insurance Co., Houston, Tex. sort O 
Southwest Union Life Insurance Co., Dallas, Tex. Mr. 
Standard Union Life Insurance Co., Montgomery, Ala. perso! 
State Life of South Carolina, Columbia, 8.C. ~ Sen 
State Mutual Insurance Co., Rome, Ga. dw 
Tennessee Life & Service Insurance Co., Knoxville, Tenn. ord 
Tennessee Valley Life Insurance Co., Jackson, Tenn. and yé 
Tidelands Life Insurance Co., Bunkie, La. Mr. 
TranSouth Life Insurance Co., Columbia, 8.C. too lo. 
Treasure State Life Insurance Co., Butte, Mont. Sen 
Union Bankers Insurance Co., Dallas, Tex. ea 
Union National Life Insurance Co., Atlanta, Ga. tives 
United Bankers Life Insurance Co., Dallas, Tex. flexib 
United Federal Life Insurance Co., Houston, Tex. spons 
United Founders Life Insurance Co., Oklahoma City, Okla. Mr 
United Security Life Insurance Co., Birmingham, Ala. } 
Universal Life & Accident Insurance Co., Bloomington, Ind. rules 
Wabash Life Insurance Co., Indianapolis, Ind. nel 
Washington Life of America, Lafayette, La. said t 
Washington Standard Life Insurance Co., Little Rock, Ark. Mr 
Western Bankers Life Insurance Co., Dallas, Tex. a oe 
Western Fidelity Life Insurance Co., Fort Worth, Tex. mn au 
Western Mutual Life Insurance Co., Moline, Il. nel 
Western Security Life Insurance Co., Oklahoma City, Okla. Mr 
Western & Southern Life Insurance Co., Cincinnati, Ohio. Se 
Senator Anperson. Do you have in mind any of the giant mutuals M 
that had these representatives that helped the Ways and Means Com | wrot 
mittee write this bill ? Se 
Mr. Ray. Icouldn’tnamethem. I can’t name the gentlemen, but—— | say | 
Senator Anperson. Do you believe that this committee will prob | shor 
ably write its own bill without any help from the giant mutuals or | of fl 
small companies when it gets to it ? agre 
Mr. Ray. I hope you won’t. I hope you listen to the advice asa | belie 
whole. dest: 
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Senator ANperRsoN. You hope we will not use independent judg- 
? 
- Ray. Yes, I hope you use independent judgment ; but at the 
same time listen to the entire industry. I think in our American 
way every branch of the industry has a right to be heard and should 
ie heard, and not be just ignored. 

Senator ANDERSON. The only thing that worries me is your lack of 
faith in what the House of Representatives did and what the Ww ays 
and Means Committee did. Having served with Seantor Gore in 
the House of Representatives, some of us have a reasonably high 
respect for it. The Ways and Means Committee is, I think, a ‘highly 

respected committee in ‘the Congress, not only just in the House of 
Represnetatives, but highly respected in the C ongress. I am disap- 
pointed that you feel they didn’t understand the bill when they got 
through with it. 

Mr. Ray. I am taking their own words in the Congressional Rec- 
ord, Senator. They stated in that—— 

Senator Kerr. Why don’t we put those statements in the record? 

Senator Anperson. I wish you would give me some of them. Can 
you recite what they said ? 

Senator Kerr. And who said it? 

Mr. Ray. I can file a copy of that Record here for you. 

Senator ANperson. Do you have in mind anybody who made this 
sort of statement ? 

Mr. Ray. I can’t recall their names; I don’t know the gentlemen 
personally. 

Senator Anperson. Did you, yourself, read the Congressional Rec- 
ord where they said they had no knowledge of what was in the bill 
and yet they were sponsors of it? 

Mr. Ray. Quite a part of it. My counsel helped me read it; it is 
too long. 

Senator ANpEeRSON. You recognize that in the House of Representa- 
tives only one man can sponsor a bill. They do not h: ave the same 
fexible rule that the Senate has where a dozen men can join. So the 
sponsor of the bill was just one man, Wilbur Mills. ° 

Mr. Ray. I didn’t understand that, Senator. I don’t know the 
rules of the House. 

Senator Anperson. Well, you must have read the record. You 
said these men were the sponsors of it. 

Mr. Ray. Well, they were attempting to speak for it; is what I had 
inmind., 

Senator Anperson. Attempting to support it ? 

Mr. Ray. They were supporting the measure. 

Senator Anperson. I see, 

Mr. Ray. Now, whether that means sponsoring it, well, maybe I am 
wrong. 

Senator Anperson. I don’t want to go into details. but I will just 
say to you that for somebody who has been over there for just a 
short time, I gia pretty highly of the Ways and Means Committee 
of the House. I don’t always agree with it and it doesn’t always 
agree with me, but it is a pretty good group of folks. And I can’t 
believe that they would pass a piece of legislation that was going to 


destroy all the stock companies, and allow only a few giant ‘mutuals 
totake over the field. 
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Mr. Ray. Like I have said in this, I don’t think it was their intep. 
tion to do that, but I believe the product they turned out will hay 
that result. 

Senator Anperson. Well, let. me predict that I do not belieye j 
will. After some years have passed, I hope you check up on jt 
Many groups have said this or that will destroy us, and yet they hayg 
survived. 

You speak in your statement about the great increase in taxation, 
How much is involved in this bill over the existing law ? 

Mr. Ray. I have seen it estimated anywhere from 75 to 105 percent 
on the industry. 

Senator Wiitu1aMs. Would you yield for a moment? 

Senator Anperson. Yes. 

Senator WituiaMs. Over the existing law? Isthat over the existing 
law? c 

Mr. Ray. That is over the 1957 formula. 

Senator Witi1Ams. What is the comparison under the existing law! 

Nineteen hundred and forty-two is what we revert to, because the 
stopgap legislation is not in effect. 

If I understand, the Senator’s question was, How does it compare 
with the existing law? 

Senator Anperson. In your statement, you say, “It imposes a 
tremendous and sudden tax increase on the industry as a whole.” 

Now, the law of the land, is going to bring in about $500 million, 
and this bill will bring in about $540 million or so. Is that your 
idea of a tremendous and sudden tax increase on the industry asa 
whole? 

Mr. Ray. No,sir. The increase I am talking about- 

Senator ANpERSON. What does your statement mean ? 

Mr. Ray. My statement means that compared to what the com- 
panies made in 1958, the amount they would have to pay in 1959 would 
run from 75 to 105 percent increase. 

Senator ANpgrson. Well, I know, but you recognize there were 
some of us who believed they didn’t pay enough the last time. We 
thought that there was a sudden and tremendous reduction in their 
taxes last year, and the Lord giveth and the Lord taketh away. 
Blessed be the name of the Lord. 

They went way down one year and they are going to come way up 
next year. Don’t you think that is an equalizing process? 

Mr. Ray. I don’t know of any company that had a decrease this 
last year. 

Senator Annerson. Well, I pointed out that some one company got 
a $20 million decrease last year. Is that a sudden and tremendous 
decrease? Did you protest about that? 

Mr. Ray. I don’t know of that, Senator. I am not familiar with 
that. 

Senator Anperson. Since you worship without knowing, one com- 
pany last year got a reduction from $64,931,000 of taxes to where it 
paid $44,743,000 taxes. 

Did you regard that as a tremendous and sudden tax increase? 

Mr. Ray. I would, and Senator, I will tell you this—— 

Senator Anperson. Did you protest it since you would, or did you 
support that’? 

Mr. Ray. Thaven’t had achance. This is my chance to hear aboutit. 
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Senator ANpeRson, Did you support the tax legislation last year 
that brought about this sudden and tremendous decrease? 

Mr. Ray. No, sir. 

Senator ANpERSON. You did not support the Mills bill last year that 
gas stopgap legislation? 

Mr. Ray. I didn’t take any part in it. 

Senator ANDERSON. You were happy about it, were you not? 

Mr. Ray. So far my company is concerned; yes, sir. 

Senator ANpersoN. And as long as it got the benefit of the tax 
eduction, you thought it was all right 

Mr. Ray. I am not objecting to an increase in taxes now. But I 
am just telling you that we think we should have a fair spread of that 
tax over all the industry, and not directed toward the stock companies. 

Senator ANpEerson. That is what I am getting at. You think the 
bill this time puts it directly on the stock companies and does not 
spread it over the industry. 

Mr. Ray. It reduces the tax for the major mutuals and increases it 
greatly for the stock companies. 

"Senator Anperson. I am trying to find out, if you think it is a fair 
gread on the industry? 

Mr. Ray. No, sir; it is not. 

Senator Anperson. Can you pick out companies that you think are 
wjustly treated ? 

Mr. Ray. Senator, and furthermore you are speaking of a decrease 
there that some company had last year. You will find in the future 
many such decreases because this bill lets the mutual companies so 
manage their affairs that it can determine in advance very largely 
what level of tax it will pay. 

Senator Anprerson. Is the New York Life a mutual company ? 

Mr. Ray. Yes, sir. 

Senator Anperson. It would pay under the 1942 tax, $25 million: 
m its 1957 business, and under this bill, it would pay $29 million. I 
am not trying to tell the New York Life what it is going to pay, but 
that is the best calculation I have been able to get. 

Do you regard that as a sweeping reduction to the New York Life 
Insurance Co. ? 

Mr. Ray. It is a very modest increase compared to what the increase 
would be to my company and many others, Again there are provi- 
sions in that act that would let them greatly reduce it by the way 
they manage their affairs from here on in. 

Senator Anprerson. The fact that a man could, if he wanted to, 
change the way he does business in order to escape taxation is not 
necessarily confined to the life insurance industry, is it? 

Mr. Ray. No. 

Senator Anperson. I wonder if you think these companies that have 
built the sort of reputations they have built, like the New York Life, 
Penn Mutual, Metropolitan, and others, are going to suddenly change 
their whole way of living just to get a chance to save a few dollars. 
Haven't they been able to do that previously ? 

Mr. Ray. Not under the present law to the extent they would be 
under this new one. 

Senator Anperson. For instance, what gives them that advantage 
i the new bill? 
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Mr. Ray. They can use the industrywide interest, reserve intepeg 
rate in place of their own. 

Senator Anprerson. Can’t you do that, can’t a stock company do 
that ? 

Mr. Ray. A stock company can do that; a stock company is already 
up at that high level. There is no benefit there. But that benef 
is very definite to the mutuals. May I give you an illustration, 
Senator ? 

Senator Anperson. Yes. 

Mr. Ray. Assume that the corporation earns 4 percent on its in. 
vested assets, that it is paying 2 percent like the New York Life does 
that you mentioned on the reserve funds. But the industrywide rate 
of interest would be 3 percent. That leaves 25 percent, that is 1 per. 
cent on their investment income tax free. 

No other branch of the industry gets that. The stock companig 
have no chance at that kind of thing. That is giving them a com- 
plete exemption of tax in that illustration which would give an exemp- 
tion of 25 percent of their investment income tax free. 

Senator Anperson. Well, now, your company has only $500,000 
invested. Did it have $91,000 in net operating gain last year? 

Mr. Ray. I didn’t understand you, Senator. 

Senator Anperson. Did it have $91,000 of operating gain last year! 

Mr. Ray. Look at the investment, the gain from investment took 
up practically all of it. We got back a small portion that had been 
previously paid out to acquire business. 

Senator Anperson. Well, you increased your surplus $90,000, did 
you not ? 

Mr. Ray. We put $98,000 to dividends to policyholders, Senator, 

Senator Anperson. Well, you say dividends to stockholders $40,800, 

Mr. Ray. Yes, sir. 

Senator Anperson. Increase of surplus from $90,000, on $500,000 
investment. 

Mr. Ray. Not on a$500,000 investment, sir. 

Senator Anperson. What is the capital of the company 

Senator Wiiti1Ams. Would the Senator yield at that point? 

Senator Anperson. Yes. 

Senator Wiii1ams. Did I understand you to say that there was, 
the book showed he paid $40,000 in dividends to stockholders last 
year # 

Senator Anperson. Yes. 

Mr. Ray. We paid 8 percent on the par value of the stock. The 
stockholder paid almost double that. 

Senator WiitraMs. In answer to one of my questions you answered 
you only made $26,000 profit. How did you pay $46,000 dividend 
if you only made $26,000 profit ? 

Mr. Ray. That was the net taxable income from investments. 

Senator Witit1ams. Well, what is the difference in the profit and 
your net taxable income? Now, you told me that you only had $26,000 
profit last year, and 

Mr. Ray. I said net taxable income, Senator. 

Senator Anperson. There is a substantial amount of income that 
you have not been putting in the taxable status, is that correct? 

Mr. Ray. The recovery on first-year losses is not put in there, that 
is right. 
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Senator ANpEeRSON. How do you refund to your stockholders a re- . 
wrery on the first-year losses, is that the $40,000? Is that refunded 
your stockholders ¢ 

Mr. Ray. That is the dividend to stockholders, is rent on the money 
yeare using of theirs and we write participating insurance, and that 

in from operation covers the loading in the premium which goes 
ithe policyholders. 

Senator AnpersON. Forget all about where it comes from. But 
shat does the rent, I mean, the dividend to the stockholders repre- 
gat? It is a part of your profits, a distribution of part of your 

fits, isn’t it, or are you distributing part of your capital assets 
wd liquidating your company ¢ 

Mr. Ray. It is part of the gain from investment income. 

Senator ANDERSON. It isa part of your gains? 

Mr. Ray. It is part of the gain from investment income. 

Senator Anperson. What is the difference between gains and 
rofits ? 

Mr. Ray. Well, it is profit from investment income. 

Senator Anperson. All right, it is a part of your profits from in- 
yestment income. 

Mr. Ray. That is right. 

Senator Anperson. Then you distributed $40,000 to your stock- 
holders as part of the profit from your investment income? 

Mr. Ray. That is right. 

Senator Anprerson. Reconcile that with your statement to me be- 
fore when you said you only made $26,000. 

Mr. Ray. Senator, I don’t have my tax return here. 

Senator Anperson. I am not asking for your tax return. 

Mr. Ray. Maybe I made a mistake in quoting that, but my recol- 
lection was that the figure was $26,000. 

Senator Anperson. You don’t think perhaps you are as confused 
assome of the Members you thought were confused in the House? 
(Laughter. | 

Mr. Ray. Well, I can be confused. 

Senator Anverson. Is it possible to distribute $40,000 as a part 
of your taxable income out of a $26,000 total income? You will 
amit you were totally in error when you made the answer to one 
of those questions, is that correct ¢ 

Mr. Ray. I guess I was, Senator. The $26,000 should be stricken 
from the record. I don’t recall—but the amount of tax was $8,420.80. 

Senator Anperson. I beg pardon, what was that? 

Mr. Ray. That was the income tax. 

Senator Wituiams. You paid $8,000 tax, you distribute $40,000 in 
dividends. What part—— 

Senator Anperson. And added $90,000 to your surplus. 

Senator WittiaMs. To your surplus. 

Mr. Ray. Not out of dividends. 

Senator WintiamMs. Out of $26,000 total profits? 

Mr. Ray. No, sir. 

Senator Bennerr. Can we get this straight, Senator Anderson ? 

Senator Anperson. I would be happy to have this straight. I 
want to know why this capital is going to fly away from business. 
Best's says you increased surplus to $90,000. You didn’t do that. 
Well, you either did or didn’t. 


37532— 59— 31 
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Mr. Ray. Before dividend. 

Senator AnprErson. Did you increase surplus last year $90,000% 

Mr. Ray. We put $98,000 as dividends to policyholders. We gy 
up $55,000 out of the 90 you are talking about was set up for diy. 
dends to policyholders, and you will find it in that record, in Bests 

Senator Anprerson. I am not questioning that. It says dividenk 
to stockholders, $40,800. 

Mr. Ray. Yes, sir. 

Senator Anpgerson. Is that right or wrong? 

Mr. Ray. That is right. 

Senator Anpverson: That is right. 

Down farther it says increase in surplus $90,000. 

Mr. Ray. I don’t recall that figure. 

In a telegram dated March 19, Mr. Ray wired: 


In answer to question asked by Senator Anderson as to source of $90,000 jp. 
crease in surplus during 1957 for Guaranty Income Life Insurance Co., it wag aj 
paid in by stockholders. 

Senator Anperson. Well, it is what Best says. 

Mr. Ray. You are reading that—— 

Senator Anperson. I am reading it, and I will be happy to have you 
look at it. Iam just trying to find out about this rent and how capital 
is going to fly out of a business that does that well. It is pretty good, 
isn’t it? 

Mr. Ray. Not—it is not very good considering the length of time 
they have had their money in there, 33 years. 

Senator Bennerr. Did they get dividends the year before? 

Mr. Ray. They did the year before. They have for the last few 
years. But they went a good many years with none whatever. 

Senator Anperson. Is it because of the life insurance business that 
caused them trouble, or something else? You had an underwriting 
profit on your ordinary life of $101,000. You lost $30,000 on supple. 
mentary contracts. I don’t know what that is in the life insurane 
business, but you undoubtedly do. 

Mr. Ray. Supplementary contracts are additional benefits included 
in the policies such as accidental death benefit and the provisions for 
payment to beneficiaries. 

Senator Anperson. You made money on accidental death. So it 
was not that, was it / 

Mr. Ray. It couldn’t have been that. 

Senator Anperson. No. You made money on disability, so it 
couldn’t have been that, could it? 

Mr. Ray. No. 

Senator Anperson. But on supplementary contracts, anyhow. 

Mr. Ray. That includes annuities that arise out of policy payments. 

Senator Anperson. I will let somebody else ask questions. Thatis 
all. 

The Cuatrman. Senator Gore. 

Senator Gore. No questions. 

The Cuamman. Did I understand you to say mutual companies pay 
much less increase in taxes than the stock companies. 

Mr. Ray. Yes, sir. 

The Cuarrman. In some cases they would pay less taxes? 

Mr. Ray. Yes, sir. 
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fhe Cuamman. Now, the Equitable Life Assurance Co, paid $27.1 
gilion last year, and under this bill will pay $48.5 million. That is 
out 75 or 80 percent increase, is it not? 

Mr. Ray. Yes, sir. They would be entitled to a deduction on their 

ion business from year to year. 

The CuatrrMan. These are official figures which have come to the 
mmittee from the Treasury Department as to the total taxes paid 
jy both stock companies Sak mutual companies. It is not subject to 
my deductions, as I understand it. 

The John Hancock Mutual Life Insurance Co. of Boston paid 
4.632 million last year, and this year they will pay $27.124 million, 
shich would be 100 percent, would it not ? 

Mr. Ray. They can so manage their affairs to greatly reduce it 
ynder this new measure, Senator. 

The Cuatrman. These are the figures received this morning from 
the Treasury as to the total taxes that would be paid under this bill. 

Mr. Ray. For 1 year. What would they pay 3 years from now 
hen their pension plans 

The Cuarrman. That depends on their business 3 years from now. 
But I understood you to say that this bill, itself, would reduce the 
taxes—— 

Mr. Ray. It is a 3-year reduction, Senator; it is a stepdown reduc- 
tion from the pension business, One-third of the tax on it goes off the 
next year, and a third more the following year, and a third more the 
third year. 

The Cuatrman. You think, then, we should get the figures for 3 
years ¢ 

Mr. Ray. That is right, to make the proper comparison. 

The Cuarrman. You think the figures for this year are not suffi- 
dent? Metropolitan Life Insurance Co. paid $47.976 million last 
year, and this year they will pay $72 million, if this bill is passed. 

Mr. Ray. Senator, if I may say, that is one of the greatest objec- 
tins to that measure. There is such an unfair and very wide range 
inthe tax that will be required of the companies just due to some little 
feature of their management, their bookkeeping affairs, and the rates 
of interest that they have guaranteed these various types of contracts, 
ud that wide variation is unfair. 

The Cuarmman. If these figures are correct for 1 year, at least, the 





| proportionate increase of the mutual companies is about the same as 


the stock companies, isn’t that right? 

Mr. Ray. J cestiaanite 

The Cuarrman. There are some few mutual companies here that 
apparently would have a smaller tax. 

Mr. Ray. If you take the average over the industry as a whole, the 
change is not so great. But for these small companies that I am 
pleading for, there is a tremendous increase. 

The Cuarrman. Well, now, the Columbian Mutual Life Insurance 
Co. of Binghamton, N.Y., paid $38,000 last year, and this year they 
will pay $30,000. They have a reduction. 

_Mr. Ray. That is just a fault in the bill. It shouldn’t permit that, 
itshouldn’t provide for that kind of a variation. 

The Cuarrman. Banker’s Life Insurance Co. of Lincoln, Nebr., if 
this chart is correct, paid $297,000 last year, and will only pay $1,000 
under this bill. But all the larger companies apparently have in- 
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creases approximating those of the stock companies. The Nations! 
Life Insurance Co. of Montpelier, Vt., paid $2.2 million last year atl 
they will pay $4,280 million this year. 3 

Mr. Ray. The very figures you are reading condemn the bill, 

The Cuarrman. But the same variations will occur with respect 
the stock companies. 

Mr. Ray. No, sir. 

The Cuarrman. Can you devise a way whereby you can make it th 
same ? 

Mr. Ray. No, sir; I can’t do anything to that bill to improve it 
Just throw it out the window. 

The Cuarrman. I am seeking information. My question is, do you 
think that these figures should be extended for 3 years instead of for 
1 year? 

Mr. Ray. Yes, sir; if they would go ahead and take the pension 
plans out and revise those figures after the pension plans are out, then 
take a look at it. 

The Cuairman. Of course, you have got to recognize the fact that 
the business will increase from year to year. It is not going to be 
stationary. 

Mr. Ray. That is right. And they can further manage it just like 
you have read the figures for some companies that were almost tax 
free there. These others can do the same thing, and this tax will 
off the board and the first thing in a few more years we would 
right back here arguing this same thing that you are escaping tax. 

That is one reason it is such a bad bill. 

The Cuairman. Thank you very much, Mr. Ray. 

The next witness is Mr. Manton Eddy of the Connecticut General 
Life Insurance Co. 


STATEMENT OF MANTON EDDY, VICE PRESIDENT AND SECRETARY, 
CONNECTICUT GENERAL LIFE INSURANCE CO., BLOOMFIELD, 
CONN. 


Mr. Eppy. Mr. Chairman and members of the committee, my na” 
is Manton Eddy. I am vice president and secretary of the Connec 
cut General Life Insurance Co., Bloomfield, Conn. Connecticut Gen- 
eral is one of the largest stock companies in the country but is still 
quite small compared with the largest mutuals. 

Connecticut General is engaged in the business of life insurance, 
accident and health insurance, and annuities, both on an individual 
and on a group basis. It writes individual life insurance policies 
both on a participating and on a nonparticipating or guaranteed cost 
basis. We do a substantial amount of life reinsurance of individual 
risks with other companies, large and small, stock and mutual. This 
gives us a more than average exposure to the problems of all types 
of companies. 

I am appearing here today on behalf of Connecticut General. 
However, I do know that there are many other companies, particu- 
larly stock life insurance companies, which share the views I will ex- 
press here. 

There are some who think that in past years life insurance has en- 
aoeod shelter from the burden of the Federal income tax. This has 
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onal true to a degree because companies with high apparent earnings 
and ; at small assets have paid little in Federal income taxes. This has 
ot been true of Connecticut General. We have been paying sub- 
gantial Federal income taxes. For 1957 we paid $5,265,000. Under 
‘ tR. 4245 we would pay $10,800,000 on 1958 business. Under the 
42 law, applied to 1958 business, we have estimated out tax would 


| 19$9,070,000. 


th. | ¢We are naturally concerned at this sharp increase in our tax. 
 ,yomnecticut’ General is taxed largely under phase 1 which means 
: it iat we pay a tax immediately and at the full 52 percent corporate 
’ (te on most of our gain in surplus. In fact, phase 1 accounts for 
yon well over 95 percent of our tax. Fit 
for | While our major tax is under phase 1 there is also additional tax 
mder phase 2 after deducting the credit we receive on account of 
ion wnparticipating insurance and group insurance. We pay a tax im- 


ben +s uediately at the regular 52 percent corporate rate on one-half of the 
lalance, and at a later date the remaining half would be taxed under 
hat phase 3 at the regular 52 percent corporate rate before it could ever 
be released to stockholders, fy ai 
The allowances made in H.R. 4245 to stock life insurance are, I 
ike Welieve, just about the minimum. The mutuals will, in general, pay 
ax aly under phase 1. The stocks pay not only the tax under phase 1 
but they also, generally speaking, pay under phase 2 as well. This 
p mises the percentage which the stock companies will pay from the 
traditional 25 percent to more than 30 percent of the total tax. The 
preentage payable by stock companies will be about 32 percent in 
the event that the 5-year average interest rate is substituted in phase 
ral 1, which is a change generally supported by both stocks and mutuals. 
We believe that the shift in the burden of taxation from 25 percent 
to 32 percent is just about as much as the stock companies can bear, 
y, ad any further shift might well prove disastrous to stock life in- 
p, ‘wance. The increase of 7 percentage points from 25 percent to 
' % percent may appear to be a small increase, but percentagewise it 
28 percent which is a very large increase especially when applied 
0 amuch enlarged tax base. 
Section 802(b)(1) allows a company the aparent privilege of re- 
i witing its phase 1 taxable income by hase 2 negatives. However, 
i) the practical effect of the limitation of section 809(g) (1) is to take 
away any real relief from mutual compansies and also from most stock 
ee, companies of any considerable size. Such stock companies write 
a] Participating imsurance or group Insurance and are thereby effectively 
ies. +~«Prevented from reducing their phase 1 taxable income by phase 2 
negatives. For example: There is little likelihood that Connecticut 
aj , General could ever reduce its phase 1 tax by phase 2 negatives as the 
ir bill now stands. We would first have to cancel off more than $30 
es | million in policyholder dividends, rate credits and the like. 
A reasonable solution would be to permit companies to apply phase 
al, | 2 negatives, to the extent they are not alowable to reduce phase 1 
»- | taxable income, to reduce phase 2 gains of other years. Such phase 
x. | 2 Megatives would be applied to phase 2 taxable income of other 
years under appropriate carryover and carryback provisions. Thus 
n- | ll companies which in good years are paying taxes under phase 2 
as | Would have an equitable offset resulting from a poor year. 
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_ The fear of stock life insurance concerning the pending legislation 
is perhaps as great in connection with competitive aspects as it jg 
with the general level of taxation. Of course, it is not pleasant to 
see the general level of taxation increased by 75 percent or more from 
one year to the next, and we are very deeply concerned because life 
insurance is only one savings medium of many; and no other savi 
medium is so heavily taxed at the State and Federal levels. It is quite 
true that the $300 million State tax bill is paid by all life insurance 
companies, stock and mutual, but there is no comparable burden op 
mutual savings banks, savings and loan associations, nor on the g0- 
called nonprofit groups who provide benefits in the health field, 
Their burdens are relatively low, and they do compete with us for 
the savings dollar or the insurance dollar. 

The stock life insurance companies must not only compete with 
each other, but they must also compete with the mutuals which are 
the biggest factor in the life insurance business. Stock companies 
must guarantee rates for the life of the contract. Their rates must 
be reasonably competitive with the premiums charged by the mutual 
companies less the dividends which are paid. This has not been 
for the stock companies to do and would be next to impossible to do 
without substantial tax equality at the Federal level. The guaran. 
teed rates must be fixed so low in many cases that they are less than 
the valuation — necessary to accumulate reserves on the basis 
of the 1941 CSO mortality table at an assured rate of interest of 3 
percent. In other words, all os plus any margins for surplus 
and contingencies must result from having a mortality better than 
that indicated in the mortaliy table, and interest better than that 
assumed in the valuation basis. Whenever rates are below the valua- 
tion premium, we must set up what is known as a deficiency re- 
serve, and currently most of the large nonparticipating companies 
must set up these reserveseach year. 

Because of this intense competition with the mutuals, we must not 
only fix our rates at a low level but we must also retain most of our 
gains in surplus and distribute relatively little in cash to our stock- 
holders. If we followed any other course we would soon be out of the 
competitive race. The new tax bill as written takes more of the mone 
which would otherwise move into surplus and, hence, makes a difi- 
cult task even more difficult. 

The allowances on account of nonparticipating insurance and group 
insurance and the deferment of a portion of the tax under phase 2 
are absolutely essential and a bare minimum to fit the corporate in- 
come tax law to the peculiar problems of life insurance and to main- 
tain the competitive balance between stocks and mutuals. 

Historically the stock life insurance companies have considered it 
essential to develop surplus or contingency funds equal to at least 10 
percent of their nonparticipating reserves. Several years ago in con- 
nection with life insurance income tax hearings, the president of our 
company made the following statement relative to stock life insur- 
ance : 


A well-managed life insurance company is required by necessity as well as by 
traditions of the business standards to maintain a large surplus. Such a surplus 
by normal corporate business standards seems excessive. We in the business 
know that our surplus funds—far from being excessive—are on the low side. 
Those of us who were in management from 1929 to 1933 have not forgotten. 
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We saw larger surpluses proportionately than we now have wiped out. Out of 
in the business in the years when we are lucky enough to make them, 
we must and will assign to surplus account an amount which will maintain at 
jast a proportionate surplus increase to the increase in liabilities for that 
Because the well-managed companies cannot distribute this surplus to 
gockholders, anyone who purchases stock on the basis that they will, may be 
disappointed. 

The needs for substantial margins are evident even in such times 
as these days which are considered prosperous. Connecticut Gen- 
eral’s funds which it holds as additional security to policyholders at 
the end of 1958 aggregated slightly more than $136 million. At the 
same time the market value of bonds in our portfolio was $75 million 
below the statement figure at which the bonds were carried. In other 
words, if the life insurance companies carried their bonds at market 
as do other corporations, a very large part of what is presently identi- 


| fied as surplus would disappear. 


Senator ANprerson. May I interrupt there, Mr. Chairman ! 

The CuHarrMan. Yes. 

Senator Anperson. Would you be able to tell us about how much 
of that $75 million shrinkage is in Government bonds ¢ 

Mr. Eppy. I am afraid I could not, sir. I can supply it for the 
record, if you wish. 

Senator Anperson. It is not necessary for the record. I would 
just be happy to know it myself. 

I find that is what I regard as one of the difficult problems that a 
life insurance company trying its very best to protect its policy- 
holders faces. It buys what ought to be the safest investment in the 
world, Government bonds, and has to write off a tremendous slice of 
its money if it looks at market values because it bought Government 
bonds. I think it is too bad. 

I certainly join with the chairman in hoping that we get this budget 
in balance some day. I do not know when, but some day, at least, so 
that the Government bond can be protected. I think it is unfortunate. 

If you would not mind furnishing that to me, I would appreciate 
it I do not care if it goes into the record, but I would like to have 
the amount that that represents Government bonds. 

I talked to a banker not long ago who showed me his actual portfolio. 
He showed me that if he wrote his Government bond values on the 
basis they then were, it wiped out a good deal of the capital of his 
bank, which I thought was tragic. 

I do not believe he is ever going to have to take these prices on his 
Government bonds. 

_ Mr. Eppy. Senator, I would not wish the record to even give the 
inference that I felt that Government bonds were responsible for that 
$75 million figure. 

_ It is true of any bonds which were bought at an earlier time when 
interest rates were low. 

As general interest values change, the bond market changes, and 
older bonds which were bought with a lower coupon rate naturally 
respond to market changes. That is true of corporate bonds, indus- 
trial bonds, as it is of Government bonds; and my intent was not, Sen- 
ator, to point a finger at the integrity of any bonds. 

It is merely to show that we are a long-term business. We have to 

k at our assets in that way, and we have to look at our liabilities in 
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that way, and we hope you gentlemen will permit us to look at our 
surplus in that way. 


Senator Anperson. Will you mind, Mr. Chairman, if I just asked 
one more question ¢ 

The Senator from Oklahoma has kindly called my attention to your 
general statement showing that you have only $130 million in US 
Governments, so naturally the whole shrink is not in that. You have 
$757 million of other bonds, 

Mr. Eppy. Yes, sir. 

Senator ANperson. And if they are utility bonds, I assume your ex- 
perience has been the same as my little insurance company, which is 
badly off on its utility bonds, but you have only $20 million, and $96 
million in common stocks, and the temptation certainly is to say to 
yourself, “We have to put more of it in that if we are going to try to 
do all the things that have been indicated.” , 

I only broke in, Mr. Chairman, because I was impressed by the calm 
and considered way in which this witness was commenting on the bill. 
I want to commend you for it and say to you, in advance, that I may 
not agree with your final conclusions, because I do not know what they 
are going to be, but I did like the way you were approaching the 
subject. I wanted to express my conviction of what you have said here 
about a shrinking ssaslent value over what you have to carry these 
or are allowed to carry them in your statement. That points up the 
need to maintain very sound surpluses on the parts of these insurance 
companies, and if we were persecuting or destroying them by this 
bill, I would not be in favor of this bill. 

Mr. Eppy. Thank you for your comment, Senator. 

Senator Anprerson. I apologize for interrupting you. 

Mr. Eppy. I think I just said that our bonds were $75 million below 
the statement figure. 

The life insurance business is a different business and its own ac- 
counting methods have developed over the years on a basis that is 
sound and conservative and necessary for such a different type of 
business. Because the obligations of a life insurance company are 
long-term obligations, they are evaluated on that basis and the assets 
of the companies are valued with respect to the long term rather than 
to immediate market quotations which are significant only in the event 
of complete and rapid liquidation. 

The reason for the deficit in market value is that many of these bonds, 
Government and others, were purchased 10 or 15 years ago yielding 
perhaps 21% percent or a little more. If we had to sell these bonds to 
meet unusual losses or for other reasons we would have a loss in sur- 
plus; but, of course, these bonds are amply secured and will be paid 
at maturity and we intend to hold them until maturity. In the mean- 
time they will result in a drag on earnings for many years as compared 
with bonds which could be purchased if the funds were currently 
available to us. 

A life insurance company cannot rely on its reserves alone to bring 
it through bad times. It must have a substantial cushion in the form 
of surplus. The current trend in reserves is to make them less con- 
servative and the trend in premiums is definitely down and the trend 
in expenses up. As a result, without substantial surplus the stock 
life insurance companies particularly would face greater difficulties 
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in times of stress. During the 1930’s we suffered because of a decline 
in interest rates which continued also through the next decade. We 
also had several capital losses in those years and we had losses on 
ycount of disability provisions which had been issued at guaranteed 
rates Which proved to be inadequate. 

I might interpolate, grossly inadequate. We had guaranteed rates 
for life insurance which could not be increased. The need for sizable 
surplus funds was well demonstrated during that period. 

Pension relief has been provided in the bill and will be most helpful 
in our competition with those who pay no taxes on investment income 
from pension funds. Of course, deferred relief is not as satisfactory 
as immediate relief and removal of the discrimination as speedily as 

sible would be most desirable. To facilitate making the relief 
immediate, it might be provided that those companies receiving such 
immediate relief be required to pay in one sum or in two or three 
installments, starting now, the tax due to changes in method of 
accounting. Under the bill, this particular tax is payable in 10 
installments, but not starting until a year from now. 

If I might interpolate, Mr. Chairman, I would like to add this: 
The pension business does not create much surplus; that is contrary to 
the opinion which I heard one witness express, and I fear that his 
concern arises from lack of knowledge sathar than from knowledge. 

It is very difficult for a company in the pension business to build 


surplus. 

The improvements in mortality that are occurring run against this, 
just as they are in our favor in life insurance. 

It seems to me that it would be well to urge consideration of an 
additional allowance in phase 2 of 2 percent of the increase in reserves 
for qualified pension funds or plans, either stock or mutual, so that 
the companies would be enabled to establish a very minimum, but a 
very necessary, contingency fund before tax. 

It would, of course, be perfectly in order, and warranted, to pro- 
vide that in the event such contingency funds were reduced in the 
future, the amount withdrawn would be added to the gains in phase 2 
and subject to tax at that time. 

Senator Anperson. Would you put any limit on how much you 
can put into that contingency ? 

Mr. Eppy. Well, 2 percent of the increase in annuity reserves in 
a given year would never give a company in the aggregate more than 
2 percent of its annuity reserves in total which is, I submit, gentle- 
men, a very minimum protection in the annuity field, and yet I will 
also admit that my company finds it difficult in handling our pension 
funds to establish contingency funds much larger than that on this 
type of business. 

n conclusion, Connecticut General definitely favors the general 
pattern of H.R. 4245 as it passed the House. We feel that in its 
present form the bill maintains reasonable balance in taxation be- 
tween stock and mutual companies. Elements that are vital in the 
present bill are pension relief, the allowances on account of non- 
participating insurance and group insurance, and the deferment of 
& portion of the tax from phase 2 to phase 3. 

In modification of the bill we think that the 5-year average interest 
rate should be substituted for the artificial mean which is now in the 
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bill and which is based in part on an industry or so-called global 
average. Also we suggest that consideration be given to the : 
backs and carryovers of phase 2 negatives which we have outlined. 
Finally we think that further relief for small and young companies 
such as others have suggested in their testimony would be most bene. 
ficial and desirable. 

Mr. Chairman, this concludes my prepared statement, but with 
your permission I would like very much at this point to correct what 
might be an erroneous impression created by an inadvertent state- 
ment of a previous witness on March 5. 

The Cuarrman. Go ahead, sir. 

Mr. Eppy. This witness, testifying in behalf of a group of mutual 
companies, had been speaking of pension funds as handled by a 
mutual company. 

In response to a question, he said : 

We do have a surplus account, but when policyholders terminate, that part 
of the surplus that is determined to be theirs goes with them. 

The question was then asked: “Would that be true in a stock com- 
pany ?” 

The witness answered: “Well, no, sir. When a policyholder termi- 
nates in a stock company, he does not get settlement dividends as we 
pay in a mutual life insurance company.” That is the end of the 
quotation. 

That statement, I am very sure, was inadvertent, and it does not 
create an accurate chdhiratiniting of what are the facts. 

A stock company handles group pension funds under contracts 
that pay out rate credits under contractual experience rating pro- 
visions. 

A mutual company handles group pension funds under contracts 
that pay out dividends under contractual participating provisions. 
The differences are in the words rather than in reality. 

I do not think that my mutual colleagues would disagree with me 
when I say that stock and mutual companies in their handling of grou 
insurance and group pensions are just as much alike as peas in a te 

Yonnecticut General continues to experience rate its group annuity 
contracts after discontinuance just as fully as before discontinuance. 

While I am speaking of Connecticut General, I know from com- 
petitive experience that other stock companies do likewise, but I can 
speak only for Connecticut General. 

Since these contracts provide paid-up benefits, which are still pay- 
able after discontinuance, these rate credits develop over a long period 
of time, and the experience rating processes would continue until 
the last benefit had been paid. 

We have been fortunate in having very few cases discontinue, but 
unfortunately some cases have discontinued. On a number of these 
cases we are currently paying substantial rate credits. In fact, on one 
case recently, the entire reserve fund was paid out in cash to the trustee 
who succeeded us, and at the same time, the surplus remaining in our 
funds after this cash payment was paid over by us to the successor 
trustee. 

Gentlemen, we could not continue to compete in the pension busi- 
ness and deal with the large corporations in this country, if we showed 
any attitude that would seem to be acquisitive beyond the point of 4 
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inal profit which would be normal for the services we are render- 
og. and that margin of profit is very, very minor. 
"the Cratmman. Thank you very much, Mr. Eddy, for your clear 
statement. ; 

Arethere any questions ? 

Senator Kerr. Mr. Eddy, I want to thank you for the last state- 
ent that you made. I believe it relates to the conversation in which 
| participated. 

would like for you to explain for my benefit a part of the statement 
you make on page 6: “Pension relief has been provided in the bill, 
and would be most helpful in our competition with those who pay no 
taxes on investment income from pension funds.” 

Now, on the basis of my impression of what the facts are, I agree 
| with you, but I must say that my ability to understand is of such 
an inadequate nature that either I have not been able to understand 
shat other witnesses have told me, or they have not gotten it over in 
words that I can understand; that is, the situation to which you refer. 

As I understand it, trust companies pay no taxes on this kind of 
business or profits from this kind of business, and yet I have been 
told that trust companies handle it so that there is no profit on it 
other than that which goes to the group for whom the investment 
was made. 

Then I have been told that if either the provision in the bill is 
carried out or the suggestion you make that the relief provided over 
aterm of years by the bill be made immediate, that insurance would 
then be making a profit off of this kind of business that would be 
freed from taxes. 


Now, it is very likely that my statement to you has not contributed 


| any to the elimination of confusion, but if it has gotten over to you 


that this is a field in which I am confused, it might be, with the great 
knowledge you seem to have of this, that you could relieve my con- 
fusion. 

Mr. Eppy. Senator, let us start with the pension fund held by a 





Senator Kerr. Let us get specific. 

Tell the committee the specifications of such a deal in terms of 
assumed amounts. 

Mr. Eppy. A small trust fund which is creating $1,000 of invest- 
ment income; does that approach it the way you wish? 

Senator Kerr. If that is one that will be illustrative. 

Mr. Eppy. As I understand it, sir, and I am not—I have had no 
intimate experience with trust companies, but as I understand it, 
$1,000 of income in a given year 

Senator Kerr. Let us talk about the principal, rather thax the 
income, because as I understand it, the difference arises by the way 
the income from the prinicipal is treated. 

Mr. Eppy. The difference arises out of the differences in treatment 
ofthe income. The principal is intact. 

Senator Kerr. All right. 

Now, let us say that a company puts $1 million with “A” trust com- 
fay. What does the trust company—how does the trust company 

dle that $1 million? 

Mr. Eppy. It will invest it. 
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Senator Kerr. Why do they want it? Why do they want it? Dp 
they carry on that operation for a fee? 

Mr. Eppy. They carry on the operation for a fee, and if the fee— 

Senator Kerr. What is that fee on? Is that a certain percent, of 
the $1 million or a certain percent of the income on the $1 million 
or what is it? 

Mr. Eppy. Generally speaking, I believe the fee is a percentage, 
a very small percentage, of the investment income which is accruing 
from the principal in the trust. 

Senator Kerr. That is the compensation the trust company makes 
for handling the transactions? 

Mr. Eppy. That is the compensation of the trust company and, 
presumably, it is sufficient to pay its expenses and create a profit, 

Senator Kerr. Does the trust company pay any tax on that profit! 

Mr. Eppy. Yes, sir; at normal corporate rates. 

Senator Kerr. What is the advantage the trust company has over 
the insurance company ? 

Mr. Eppy. The advantage the trust company has is that it can add 
the full amount of investment income to the trust without there being 
any Federal income tax deducted from that investment income, — 

Senator Kerr. In other words, if the trust company takes the $1 
million, and puts it into some investment permitted by the trust, and 
makes a profit, that profit is added to the principal ? 

Mr. Eppy. Yes, sir. 

If it, for example, buys a bond at one figure and sells it later ata 
higher price, the profit on that bond would be added to the principal. 

Senator Kerr. For the benefit of the beneficiaries of the trust fund! 

Mr. Eppy. Yes, sir. 

Senator Kerr. Well now, what is the difference in what happens 
to an insurance company ? 

Mr. Eppy. I think, sir, the main difference, the important difference, 
and the difference which this bill proposes to correct, after a period 
of 3 years—— 

Senator Kerr. Over a period of 3 years. 

Mr. Eppy. Over a period of 3 years. 

Senator Kerr. I thought it was actually accomplished in 2 years. 

Mr. Eppy. It is accomplished in the third—the third bite is in—you 
are right. 

Senator Kerr. Is it accomplished in the third year or after the 
third year? 

Mr. Eppy. It is accomplished in the third year. 

Senator Kerr. Yes. 

What is accomplished ? 

Mr. Eppy. The removal of any tax on the investment income com- 
ing out of the invested reserves held by a life insurance company for 
a qualified pension plan. 

Senator Kerr. AN right. 

Now, let us say that the insurance company then makes a profit 
on that investment account. Is that an accurate way to describe the 
situation ? 

Mr. Eppy. Would you be willing, sir, to say the insurance company 
creates surplus ? 

Senator Kerr. Well, now, you see I would be willing to, but I 
must say to you frankly, that it would be a statement that I do not 
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iglieve I would understand as well as I would if it were made the 


| other way, if the other way is accurate. 


Mr. Eppy. Could I say and describe it to you this way, and the 
nason 1 make the distinction is that I feel itis a real one. If we, as an 
insurance company, make a profit on our pension plans, the profit will 
ip a very minute amount of interest which we would deduct from 
the fund, just as the trust company deducts a fraction of the interest 
to take care of its expenses, and under this bill that profit to us, that 
uargin of interest which we did not credit the fund, would be taxed to 


Senator Kerr. Under this bill or under existing law ? gr.) 

Mr. Eppy. Under this bill, not under existing law; under this bill. 

Senator Kerr. What do you do in handling a trust fund different 
from what a trust company does? fo 

Mr. Eppy. We make basically guarantees of the annuities that will 
be purchased in the future. rot . 

We guarantee that if we are unwise in our investments, we still 
marantee we will not lose a dollar of principal, and we guarantee that 
rgardiess of the future we will earn a certain minimum rate of in- 
terest on the funds at hand. 

Senator Kerr. Well now, the trust company does not do that. 

Mr. Eppy. The trust company does not take such guarantees. 

Senator Kerr. Is the competitive position then determined by 
whether or not those having these funds that they want to invest for 
the benefit of beneficiaries in the future, a situation where if they want 
sguaranteed return they would be disposed to deal with an insurance 
company; if they want the benefit of whatever the fund earns under 
god management they would do business with a trust company ¢° 
Mr. Eppy. I would quite willingly agree with the first, Senator. 
Those who wish the benefit of guarantees and guaranteed annuity 
rates will necessarily have to deal with insurance companies. That 
sparticularly applicable to your small employers, to your small cases, 
who cannot afford to take a chance on the fluctuations, the hazards of 
the future, and the fluctuations that can occur in mortality in small 
groups of people. 

The large employers covering large numbers of people can, without 
mdue hazard, take a chance on the probabilities of the future, as do 
the insurance companies in their handling. 

Senator Bennerr. The answer is yes. 

Senator Kerr. If you are going to compete for the opportunity to 
handle the pension funds or a benefit program, you have got to offer 
the opportunity of as attractive a return to the beneficiaries as is 
wvailable to them from a trust company, do you not ? 

Mr. Eppy. Yes, sir. 

Senator Kerr. Does the femnpary which is making this provision 
for its employees, and that is the situation that must arise in either 
case, 1s it not—— 

Mr. Eppy. Yes, sir. 

Senator Kerr (continuing). Does it, in dealing with an insurance 
company, pay over the same amount of money to put this program in 
operation to an insurance company as they would pay to a trust com- 


a 
r.Eppy. They could, but not necessarily. 
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_ Senator Kerr. Is the deal with the insurance company a combing. 
tion of benefits during life plus a benefit in the case of a death, while 


if it is handled with a trust company it is limited to the income'from | 


the actual money paid over, and it does not include both a life j 
and a death benefit? : a 

Mr. Eppy. Yes, sir; your statement is correct. 

_ Senator Kerr. Probably the other members of the committee know 
just exactly what kind of a situation you are talking about. But 
frankly, I do not, you see, and I wish you would assume that now, and 
explain it to me and, as I said to one man the other day, so that q 
sixth grader can understand it. 

_ Mr. Eppy. Senator, you have already, in asking your questions, 
indicated an amount of knowledge which I think, I would say, is ex. 
cellent and correct. 

Senator Kerr. But it is very limited. I still do not know what 
factor is in the mind of witnesses, including you, with reference to 
which insurance companies are now taxed, and trust companies are 
now free from taxation. 

Mr. Eppy. Senator, if I hesitate in my answering, it is because the 
varieties of ways in which pension arrangements can be developed are 
very, very great, and it is hard to make a simple statement. 

But in its larger aspects, just as General Motors’ car or Chrysler's 
car will get one to his destination, but the motors are different and 
the bodies look different and so forth, pension programs—— 

Senator Kerr. Well, you know, the thing I like about both of them 
is that they both burn gasoline. [ Laughter. ] 

Mr. Eppy. I might say, more than they used to, Senator, 
[ Laughter. | 

Senator Kerr. Yes. 

Mr. Eppy. But essentially we have different sales talks to give. 

Senator Kerr. Well, I know, but you and I are getting down now 
so that I can understand it. 

Mr. Eppy. But when we come down to the one fundamental prob- 
lem, the way we have difficulty in competition has been that we have 
been taxed on the investment income we can earn on the money placed 
with us, and the trust companies have not been taxed on the investment 
income. 

Therefore, we return to our policyholder a slightly less effective 
rate of interest than a trust company could return. 

Senator Kerr. But you, I got the impression that in lieu of that, 
you give him certain guarantees that the trust company does not give 
him 

Mr. Eppy. It is not in lieu of that. 

Senator Kerr. What wasthat ? 

Mr. Eppy. They are, we think, valuable, but the trust companies 
have a great deal to say on their side. 

They have a flexible fund, they have a wider range in some respects 
in investments. 

It has been very popular in recent years to have an increasing per; 
centage of equities in the portfolio, and because equities have in- 
creased in value, it has given a very effective sales talk to the trust 
company. 
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Senator Kerr. And you do not hope to overcome that by—I mean 
ou do not hope to remain a nonspeculative investor and have all of 
the appeal that another might have that is a successful speculator, 
do you! ’ ’ 

Mr. Eppy. No, sir. We do not wish to change our stripes. 

Senator Kerr. Is it a fact, as has been alleged to me, that under 
existing law the only thing you pay tax on is the profit you make and 
keep or would want to keep ¢ 

._Eppy. Oh, no, sir. 

Senator Kerr. And in such a way as to withhold it from the people 
who furnish you the money on which you earn this profit? 

Mr. Eppy. Under existing law, the 1942 law 

Senator Kerr. Well, under existing law. 

Mr. Evopy. Under existing law, the 1942 law, the insurance companies 
are taxed, would be taxed, on approximately very close to 25 percent 
of their investment income. They would be taxed at the 52 percent 
rate. 

Senator Kerr. Now, you see, that is where you lose me again. This 
money that you get belongs to the people for whom the trust is 
created, does it not? I mean, they turn this money over to you to 
invest ¢ 

Mr. Eppy. And it is set aside for them. 

Senator Kerr. Now, is it a situation where if the trust company 
does it, they give them all the profit on it, but where if you do it, you 

ive them only a guaranteed amount, and what you get above that 
longs to you? 

Mr. Eppy. No, sir. We give them the full amount of income that 
we have left to us after taxes. 

Senator Kerr. If this tax is removed, who benefits; you or them? 

Mr. Eppy. They do. ; 

Senator Tatmapce. Senator, would you yield at that point? 

Senator Kerr. I would be glad to. 

Senator Tatmapce. Perhaps I can help clarify this situation. 

Who assumes the risk in each one of these cases? Suppose it is 
an insurance company; does the insurance company assume the risk 
to pay a fixed amount under certain conditions ¢ 

Mr. Eppy. Yes, sir. 

Senator Tatmapgce. Is that true also of a trust company under the 
same conditions ¢ 

Mr. Eppy. No, sir. 

Senator Anperson. The loss comes out of the corpus of the trust? 

Mr. Eppy. Yes, sir. 

Senator Kerr. Well, I thank you for trying. [Laughter. ] 

I want to make a public announcement, Mr. Chairman, that I am 
still looking for somebody who can explain this so that I can under- 
stand it. 

The Cuarrman. Thank you very much, Mr. Eddy. 

We will adjourn until 2:10. 

(Whereupon, at 12:30 p.m., the committee recessed, to reconvene at 
2:10 p.m., the same day.) 
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AFTERNOON SESSION 


The Cuarmman. The committee will please come to order. The 
witness is John Wilkins of the Citizens National Life Insurance Co 
Is Mr. Wilkins in the room ¢ 

The next witness is John A. Copeland, Progressive Life Insur 
Co. 

Mr. Copeland, will you come forward, please ? 


ance 


STATEMENT OF JOHN A. COPELAND, PRESIDENT, PROGRESSIVE 
LIFE INSURANCE CO., ATLANTA, GA. 


Mr. Coretanp. My name is John A. Copeland. I have been presi- 
dent of Progressive Life Insurance Co. of Atlanta, Ga., for about a 
year and a half. Prior to that I was vice president of a larger com- 
pany for 3 years. Prior to that I was a consulting actuary for 17 
years, and, in partnership with my father, provided actuarial service 
for some 40 or 50 small companies located in the Gulf and South 
Atlantic States. I am a charter member of the Conference of Actu- 
aries in Public Practice. 

My company has assets of about $6 million and approximately $100 
million of insurance in force. It was organized in 1931, and is there- 
fore a comparatively young company. It has been a very conservative 
company in respect to growth until a year and a half ago, at which 
time it adopted an aggressive expansion program. 

We are opposed to adoption of H.R. 4245 in its present form because 
we believe that it is grossly inequitable in its application to various 
types of life insurance companies and probably creates a tax which is 
either retrospective in nature and/or an income tax on capital inyest- 
ments. We hold this viewpoint because we are looking to the future 
and not because of any present concern. 

Our company would have paid no taxes for 1957 under H.R, 4245 
and would have no tax liability for 1958 under the bill, whereas it 
would pay between $15,000 and $20,000 for each of those years under 
the 1942 law or under the 1955 stopgap legislation. 

Our operating loss for 1958 will provide under H.R. 4245 a carry 
forward that would relieve us from tax under normal conditions for 
the next 3 years. Nevertheless, we think that this is a bad bill 
and I would like to make clear the basis of our opposition and to make 
some recommendations. 

H.R. 4245 begins with the assumption that each life insurance com- 
pany ended the year 1957 and began the year 1958 with a financial 
statement which truly reflected its assets, liabilities, capital, and sur- 
plus in the same manner and in the same meaning that would be shown 
at any year end by the statements of manufacturing, service, retailing, 
or other types of businesses and assumes that the activities of each life 
insurance company from that point forward will reflect true profits and 
losses through operating statements year by year thereafter. This 
assumption is grossly in error. 

For a hundred or more years, the business of life insuance has been 
acknowledged by the Federal Government and the several States to be 
a totally different kind of business; one which cannot measure its 
profits or losses day by day, year by year, or even decade by decade. 
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It is a business that (through necessity) has been forced to maintain 
many of its asset accounts and 80 percent of its liability accounts as 
monledger”’ accounts—because the balances of these accounts change 
each Second of the day and night. 

For the purpose of an annual statement, these accounts are inven- 
toried as of midnight December 31 of each year in an attempt to ascer- 
tain the financial condition of the companies on that date. 

Some of the more easily understood deviations in the correctness of 
the January 1, 1958, surplus positions of the life insurance companies 
as compared to the concept of surplus in other companies, are items 
which have in prior years been charged to surplus because of the rules 
of the National Association of Insurance Commissioners, for example; 
furniture, fixtures, equipment, prepaid supplies and printing, advances 
to agents, etc. eee 

Corporations other than life insurance companies would normally 
earry these items as an asset and in surplus. ' . 

Surplus as of January 1, 1958, is an. extremely important item 
under the proposed tax bill, in that it will become the shareholders’ 
surplus account from which dividend distributions may thereafter 
be made to shareholders without additional tax to the company. 

Many life insurance companies now have amounts in excess of the 
amounts reported as surplus as of January 1, 1958, invested in the 
aforementioned nonadmitted assets, and to the extent that the fair 
value of these items are not included in the shareholders’ surplus 
account as of January 1, 1958, the value of subsequent depreciation, 
recovery, or use of these items will reflect as an increase in the share- 
holders’ surplus account, or should reflect such an inerease in the share- 
holders’ surplus account. 

Unless adjustments are allowed and made for this type of item, the 
result will be an income tax on profits earned in years prior to 1958, 
aretrospective tax, if you please, occasioned by a sudden and complete 
change in the Federal concept of taxation of the life insurance business. 

An attempt by the life insurance companies to correct this situation, 
if correction is permitted, will certainly result in gigantic confusion. 
It will certainly result in the odd situation of a supervised industry 
which is required to keep two sets of books, one for the purpose of 
State regulation and one for Federal tax determination. 

During my 23 years in the actuarial and management end of the 
life insurance business, I believe my most difficult task has been to 
explain to boards of directors, bankers, brokers, and other people not 
directly connected with the operation of life insurance companies the 
mathematics of a life insurance premium dollar. 

This is indeed a complex and mysterious problem for even those 
people in the life insurance business who have not had some actuarial 
experience. 

0 begin with, the old saying, “You must spend money to make 
money,” is more true in the early years of a life insurance company 
than in any phase of any other business. 

I believe that it will be accepted as fact by any actuary or tech- 
nician of the life insurance business that the surplus of a company 
is reduced by $1.30 to $1.60 for each $1 of first-year premium collected 
by the company. 


87532—59 32 
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This surplus reduction is occasioned by the fact that the compan 
must pay first-year commissions, bonuses and field expenses, medica] 
examinations and inspection-report fees, home-office expenses directly 
connected with the issue of policies and collection of first-year pre- 
miums, set up reserves, pay claims, and reinsurance premiums, and 
so forth. We know that these surplus depletions will occur. 

We provide in our premium rates that the excess costs will be recov. 
ered through the profits we expect to earn through premiums collected 
during the second and subsequent policy years. 

In effect, we invest our moneys in the production of first year (new 
business so that we may recover our investment and earn a profit from 
this business in later years. 

Even though we have invested in this new business, we have no way 
of carrying the value of this investment on our balance sheets or jn 
our seine Winans, it appears only as a reduction of our surplus, 

An analogy would be a corporation established for the purpose of 
acquiring rent incomes under sound leases for lump sum payments, 
having to charge off the purchase price of such leases as expense at 
time of purchase. 

If such a corporation purchased enough leases, its statement would 
show a zero surplus or insolvency, but the true worth of the corpora- 
tion would not be changed by those purchases, if fair prices were 
paid. 

If H.R. 4245 becomes law, we in the life insurance business will find 
ourselves in such a position. The lease purchase corporation would 
have capitalized the purchase price of its leases and thereafter would 
have taxable income on only the difference between rents received and 
the charge-off for amortization of the leases. 

The life insurance companies will pay income tax on the gross rent 
received with no consideration being given to amortization of pur- 
chase price of business produced prior to January 1, 1958. This, I 
believe, constitutes an income tax on capital investments. 

My company, the Progressive Life Insurance Co., entered into an ex- 
pansion program about August 1957 and continued that program 
through 1958. 

As a result of this program, the company reduced its surplus by 
about $90,000 during 1957 and the recovery of this investment in new 
business through profits from renewal premiums collected on the 
business so produced will be taxed as income. 

Fortunately for Progressive, approximately $270,000 invested in 
1958 is subject to carryover for the next 5 years so that we will re 
cover this surplus reduction tax free. Had our expansion program 
been carried out just 1 year earlier the total $360,000 invested in new 
business would have been subject to income tax under H.R. 42465. 

I am personally familiar with several heavily capitalized new life 
insurance companies in the South, which have for the past few years 
(since their beginning), paid Federal income tax under the stopga 
legislation while depleting their surpluses by 114 to 2 millions of dol- 
lars each. 

The prognosis for each of these companies is for losses in the hun 
dreds of thousands during 1958 and the succeeding 4 years so that 
there will never be a chance for the tax-free recovery of their invested 
capital if H.R. 4245 is made the tax code for life insurance companies. 
I am sure many such cases exist in other sections of the Nation. 
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This recovery of investment principle exists in practically all com- 
panies, but the extent to which H.R. 4245 taxes this capital invest- 
BT Abpends on the size of the company and the amount of new busi- 
ness placed on the books of the company in the last few years. 

H.R. 4245 recognizes the principle of a return to surplus on a tax- 
free basis the large sums taken out of surplus prior to January 1, 1958, 
by the large, old and strong companies, which in prior years have 
strengthened their reserves. 

This bill allows reserve interest requirements to be computed on 
the higher of the assumed rate of the company or the average of the 
industry. ot 

The companies will receive a tax-free addition to surplus each year 
equal to the difference between the smaller assumed interest of those 
strengthened reserves, and the larger industry average interest on 
their reserves. 1 

Again I say that it is impossible to annually determine the profits 
of a life insurance company. We have signed contracts with our 

licyholders extending over long periods of time to pay specified 
Penelits in consideration of the payment of specified premiums. 

We have invested our capital to obtain these contracts and must 
regain this investment and hope to make some profit during the terms 
of these policy contracts. he 

We cannot increase our premiums though rising administrative 
costs, added State premium taxes, and constantly increasing municipal 
laxes are thrown against these premiums. Until now the industry 
has met these added expenses, paid claims through two wars, paid 
extremely low cash dividends to stockholders, remained solvent and 
grown while decreasing our premium rates generally. 

This bill which will take another 1 to 3 percent of a premium income 
originally calculated to yield about 5 percent to 7 percent profit will 
certainly cause our surplus to policyholders to decrease greatly in 
the years to come, even if no cash dividends to stockholders are paid. 

Our ability to weather wars, depressions, and inflations will be 
decreased. 

This bill seems to me to be a little less than equitable, a little less 
than fair, a little like changing the rules of a football game at the 
half. This bill may operate fairly well for the hundred largest com- 
panies, but it is as yet full of bugs for the hundreds of smaller com- 
panies. 

It seems to have been constructed somewhat in the manner of an 
unskilled do-it-yourself furniture maker, trying to level the legs 
of a table, they have sawed here and they have sawed there, but it 
is still uneven and inequitable. It lacks any provisions for surplus 
requirements for individual accident and health business but pro- 
vides for group accident and health surplus. 

It confuses annual operating gains with profits in a fashion that 
is wholly unrealistic. If the total income approach to taxation is 
to be law, it should be accomplished in gradual steps over several 
years, so that the industry would have a chance to gear its long range 
programs to the shock of so drastic a change. 

Since 1920 life insurance companies paid under one or another 
formulas based on investment income. Experimentation with the 
approach has refined the method of approach in successive bills. 
Every segment of the industry, each of the five national trade asso- 
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ciations in the field, have agreed, at least through 1958, that the 
formula method devised in 1955-56 was the fairest and best. 

It was pointed out last year at the Senate hearings of the renewal 
of this bill, at the House hearings last fall, and again at these hear- 
ings, that, if the deduction rate fixed did not measure accubately: the 
industry profits, this could be simply and fairly adjusted. 

While we do not believe that, at present interest rates, the solvency 
of any companies would be affected by the 10-15-20 formula endorsed 
here by many companies, I am inclined to think it slightly too high 
over a 25- or 30-year period. 

But I am willing to accept it in view of the demands of the Treasury 
and the general attitude of the industry. It is the fairest, it is the 
best, and it is the simplest method of taxing life insurance companies, 

By contrast, this bill is nothing but a law to prohibit mice from 
biting the feet of elephants. It is a bill to favor the big companies 
against the little companies. It is a bill which could create a mo- 
nopoly within less than a score of companies in the group life and 
annuity and group accident and health field. 

Let me illustrate from my own company’s experience. 

We have built one of the finest, perhaps the finest, group depart- 
ments of any company of comparable size in the Southeast. It is 
a profitable department, but it is more than that; it is geared to 
handle vastly more business, its staff is competently trained, it has 
fine actuaries and admirable agency direction. 

Apart from the value of business on the books, this unit is a very 
valuable property in personnel, experience, and reputation, that has 
a tangible dollar-and-cents value, plus an intangible and unmeasur- 
able value. 

If the so-called group annuity deduction—called the pension de- 
duction by its advocates—is permitted to subsidize the large pension- 
writing companies in amgennees with the small companies, non- 
pension group business will not be worth a dime in 10 years, time 
and all of the small companies will be driven out of business in the 
group and group accident and health field. 

Of course the advocates of this deduction are engaging in strange 
logic. They do not compare group annuities with the individual 
annuities purchased by trusteed pension plans or by individuals, be- 
cause they realize that group annuities are imsurance and not pension 
funds in any sense. 

But, by drawing some kind of vague analogy from their deposit— 
administration pension funds, they hope to obtain a tax subsidy of 
$60 or $70 million a year. 

Let me assure this committee that there are significant differences 
between pension operations by insurance companies and the opera- 
tions of trustees. 

In the first place, no trustee guarantees any rate of return upon 
the funds in his keeping. A bank or other trustee is not hazarding 
its surplus, its capital—and certainly not the money of its deposi- 
tors—in guaranteeing a fixed return upon the pension funds. In- 
surance companies guarantee a fixed return, guarantee against capital 
losses and decrease in values; and those enormous mutuals that domi- 
nate the scene hazard the surplus that they build with “the dimes 
and quarters of widows and orphans,” as they so often like to say, 
to secure their commitments. 
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From the point of view of its effect on the great majority of life 
insurance companies, the most inequitable provision of H.R. 4245 is 
the special 100 percent deduction for pension reserve income, or more 
accurately, group annuity reserve income, contained in section 805(c) 
of that bill. 

This superdeduct provision grants, over the next 3-year period, an 
annual windfall attaining $60 million by 1961, 75 percent of which 
goes'toreight of the largest companies in the industry—none of which 
is received by over 90 percent of the companies in the industry. 

A built-in, permanent annual windfall of this magnitude will not 
only increase the future burden of taxation on every other life insur- 
ance company, but will provide a few industry giants with a terrifying 
competitive club to eliminate competition and tighten their domination 
of the industry. The time-honored principle of taxation according to 
ability to pay has been submerged in deference to a proposition of 
dubious merit. 

While the proposal has been advanced as a means of eliminating a 
supposed tax inequality between the insurance industry and trusteed 
pension plans, this alleged justification must be strictly a cloak to 
create a competitive inequality within the life insurance industry in 
favor of the few pension-writing companies. 

Its real effect 1s to provide a few large-companies with a $60 million 
annual slush fund to subsidize a competitive war on the remainder of 
the industry. 

What, therefore, is the justification for the superdeduct ? 

It cannot be that the pension reserves do not produce free investment 
income; it is obvious that such is not the case. The sole justification 
that has been advanced for the superdeduct is that the big pension- 
writing companies need that special treatment to compete with trus- 
teed pension plans set up by individual employers. 

Even if this were true, which it is not, the remedy provided is worse 
than the disease. The fact that a corporation has tax-exempt competi- 
tion has never before been deemed justification for providing that cor- 
poration with similar treatment. 

Indeed, the trend is in the other direction. Tax exemptions have 
been withdrawn where they appear to be upsetting the competitive 
balance. 

The superdeducts are particularly shameful in this industry where 
the only beneficiaries are a few of the very largest companies. Ability 
to pay as a criterion of tax justice is being junked with a vengeance. 

oreover, the record is perfectly clear that insurance companies 
are expanding their pension trust business at a faster rate than they 
are eeaeeng any other portion of their business and no tax tinkering 
isneeded to preserve their position. 

This growth has not been accomplished at the expense of lower 
rofits. Pensions have been among the most profitable lines written 
y the larger companies. 

For example, in 1957 the Prudential Life Insurance Co. of America 
collected almost a billion dollars in ordinary life premiums and less 
than a quarter of a billion dollars in group annuity premiums. After 
dividends to policyholders, the ordinary life business showed a Joss 
of approximately $930,000, while pensions produced a profit of over 
$17 million. 
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It is quite clear in this striking example that Prudential used at 
least some of its profits from its, pension plan business to subsidize 
dividends to policyholders on ordinary life policies. 

This is just a small preview of what Prudential and some of the 
other giants could do if they were given an extra $60 million a year to 
cut the throats of their competition in every other line of insurance 
activity. 

Another leading pension-writing company is the Equitable Life 
Assurance Society. In 1957, it had a total gain of $11,300,000 on its 
pensions and only $10,250,000 on its ordinary life policies and yet 
the total premiums collected on ordinary life policies were 50 percent 
greater than the pension annuity premiums. 

The Metropolitan Life Insurance Co., the largest company in the 
industry, nets almost as much on its group pension business— 
$21,680,000—as it does on its ordinary business—$24,867,000—on one- 
third of the total premium volume. 

It is therefore clear that the so-called tax advantage enjoyed by 
trusteed plans has not impaired the ability of the pension-writing 
companies to hold and increase their business in this area. 

Moreover, it is plain that the taxation of a small portion of the 
income from pension fund reserves is a minor item in the total com- 
petitive picture as between insurance companies on the one hand and 
trusteed plans on the other. 

If the trustee is a bank or trust company, it makes a profit for its 
administrative duties and pays normal taxes on those profits. Trus- 
teed plans must pay trustees fees and other costs of administration, 
which normally runs much higher than the cost of the same service 
rendered by an insurance company administering plans of like size. 

The insurance companies writing participating pension policies 
have only to pay a minor increase in the catieyboldech dividend to 
offset any net differential. 

However, in the past the big insurance companies have apparently 
ye to divert their huge pension plan profits into policyholders’ 

ividends in more competitive lines or add them to accumulated 
surplus. 

The fact of the matter is that any difficulty that insurance com- 
panies have had in competing with trusteed plans stem, not from the 
tax law, but from the relative freedom of the latter in their invest- 
ment policy. 

Life insurance companies are restricted by State law as to the vari- 
ous types of investments they can make and, by and large, are either 
prohibited or strictly limited as to holdings in common or preferred 
stocks. 

Trustees, however, are not restricted by law in the investment of 
funds. Much of their money is invested in common and preferred 
stock. The increased yields and capital appreciation substantially 
cuts the cost of insurance. This inequality is not the concern of the 
tax law. Insurance companies must look to State law for relief in 
this particular. 

The small life insurance companies of America, stock and mutual, 
are sincerely frightened at the use of the big pension-writers can, 
and most likely would, make of the proceeds from the superdeduct. 

It is ridiculous and naive to believe that this windfall, must or 
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would be used to any substantial extent to reduce the cost of pension 
plans only. : 

As stated above, if the big companies had any notion of reducing 

jon costs, they could do so aie their present high-profit struc- 
ture. There is nothing in H.R. 4245 that conditions the grant of the 
superdeduct on the payment of increased dividends or premium reduc- 
tion to pension plan employers. 

In my opinion, the big companies can and probably would use this 
$60 million to reduce costs across the board in all lines of insurance 
with a view of driving all but the hardiest of their competitors out 
of business. 

The delicate competitive balance of the insurance industry which 

rests on vitrual price equality would be totally destroyed. Small 
companies paying their full load of taxes would be faced with big 
company rates subsidized by tax-free money. 
"Thus, what the superdeducts accomplish is to substitute an insid- 
jous form of tax inequality for a relatively innocuous tax differential. 
Instead of the minor tax advantage that exists in favor of trusteed 
plans, which is probably more than offset by the higher administra- 
tive costs of the trusteed plans, the superdeduct proponents would 
substitute an important tax advantage in favor of large life insurance 
companies writing group annuities over small companies which do 
not engage in such business. 

A life insurance company is a completely integrated underwriting 
and investment operation. It cannot be fragmentized into separate 
compartments. One cannot confer a benefit in one area and hope 
that its effect will not spill over into another. 

While the small companies, for the most part, do not write pension 
plan business, they will suffer in the effects of the superdeducts in 
every area of insurance in which they engage. 

As one who has been connected, as office boy, actuary, and execu- 
tive, in the life insurance business for more than 23 years, and as one 
who believes that free competition is essential to the American econ- 
omy, let me encourage you to substitute an investment-income ap- 
proach that can apply fairly and equitably to all companies for this 
unfair bill. 

The Caamman. Thank you very much, Mr. Copeland. 

Senator Kerr? 

Senator Kerr. Your last statement, Mr. Copeland, I take it, indi- 
cates that you think the tax bill should be changed to one to produce 
tax revenue only on investment income? 

_ Mr. Corgianp. No, sir; I wouldn’t limit the approach to investment 
income only. 

Senator Kerr. What is the meaning of the last sentence of your 
statement? Would you read that again from the last comma on? 

Mr. CopeLanp (reading) : 

Let me encourage you to substitute an investment income approach that can 
apply fairly and equitably to all companies for this unfair bill. 

Senator Kerr. Does that not constitute a recommendation that we 
use this investment income as the source of revenues from the tap? 

Mr. CoreLanp. Yes, sir; without special deductions from pension 
plans or any other type of thing that would apply against one segment 
of business and not other segments. 
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Senator Kerr. That is what I am asking, if you would recommen 
that we write this bill so as to tax investment income and investment 
mcome only. 

Mr. Corrianp. Either that or make a large part of the tax revenye 
dependent on investment income ; yes, sir. 

Senator Kerr. Isn't a large part of the revenue in this bill before 
us dependent on investment income ? 

Mr. Corguanv. From the companies that I have attempted to cal- 
culate on, I would say about 60 to 70 percent of the revenue produced 
by this bill would come from investment incomes; yes, sir. 

Senator Kerr. Is the representative of the Treasury here? 

Give your name for the record. 

Mr. Strror. Richard E. Slitor, tax analysis staff, Treasury De. 
partment. 

Senator Kerr. Phase 1 of the bill is for the purpose of taxing what! 

Mr. Surror. It is for the purpose of taxing the net investment in- 
come which is in excess of the interest needed to meet policy and other 
contract obligations. 

Senator Kerr. Now, is there any true investment income other than 
that in excess of meeting obligations in connection with investments} 

Mr. Surror. That is included in the tax base in step 1. 

Senator Kerr. Are there deductions in phase 1 producing invest- 
ment income other than those in connection with the investments? 

Mr. Surror. No, sir. 

Senator Kerr. Do you agree with that statement ! 

Mr. Coretanp. Not if the deduction for pension or group annuity 
is allowed because there is a very great area in there of tax-free in- 
terest that is not strictly allocatable to reserves, under the pension or 
under the group annuities that are now on the books. 

Senator Kerr. What amount of income is phase 1 calculated to 
produce ¢ 

Mr. Surror. Phase 1 is estimated to produce something over $500 
million. 

Senator Kerr. Of a total of how much ? 

Mr. Srrror. Of a total of roughly 550. So it accounts for approxi- 
mately 90 percent of the total estimated yield of H.R. 4245. 

Senator Kerr. The 1942 act is existing law, isn’t it? 

Mr. Suiror. Yes, sir. 

Senator Kerr. Mr. Witness, how do you feel about the 1942 act! 

Mr. Coretanp. I would much rather see the 1942 act than H.R, 4245. 

Senator Kerr. Aside from rathers, how do you feel about it. 

Mr. Coreranp. I believe it is an act that will produce for this coun- 
try the income that this country wants. I think it is an act which 
will produce an income from insurance companies or a taxation from 
insurance companies which we can anticipate in amount and somehow 
lay in our ratemaking structures a great deal easier than we can with 
an act which will cause us in 1 year to pay large taxes and in another 

ear have a loss, and which will run very uneven on small companies. 

nator Kerr. Is the 1942 act basically an investment income 
tax 

Mr. Copetanp. Yes, sir. 

Senator Kerr. Are there deductions to which you refer possible 
under 4245 that are not possible under the 1942 act? 
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Mr. CoreLanp. Those deductions could be placed in any sort of an 
act, but they are not in the 1942 act. 

Senator Kerr. They are not in the 1942 act ? 

Mr. CoreLanp. No, sir. 

Senator Kerr. Do they account for 30 percent of the revenue that 
would be provided under the 1942 act ? 

Mr. CoretANnb. I don’t know, sir. 

Senator Kerr. You said that under phase 1 only about 60 percent 
of the revenue it produced would be what you referred to as true 
investment income or subject to tax. Isn’t that what you said? 

Mr. Correianp. No, sir. Wait a minute, I don’t think I made any 
such statement. as that. 

Senator Kerr. What was the statement you made about 40 percent 
of the revenue not being tax on investment income revenue ? 

Mr. Coprranp. | believe I made the statement that of the revenue 
produced, I thought 60 to 70 percent or more would be produced under 
phase 1. The Treasury now says, a representative of the Treasury 
Department says, it 1s 90 percent. 

Senator Kerr. That is what the Treasury did say, and if you said 
that 60 or 70 percent of the total revenue under H.R. 4245 would be 
under phase 1, then I misunderstood you. I thought your statement 
was meant to convey the information to the committee that phase 1 
does not consist of what you referred to as investment income that 
should be available to tax. 

Mr. CoreLanp. No, sir; phase 1 is very much investment income 
that should be taxed, in my opinion. 

Senator Kerr. Then is it your position that H.R. 4245 would be all 
right if it took phase 2 and phase 3 out of it? 

Mr. Coretanp. That would be wonderful if you remove the deduc- 
tion for group annuities. 

Senator Kerr. Where is that to be found ¢ 

Mr. Copetanp. That is in phase 1. 

Senator Kerr. Does that apply to stock companies at all? 

Mr. CorpeLanp. Stock companies and mutual companies. 

Senator Kerr. In other words then the thesis of your remarks as I 
understand it is twofold. 

_ Number one, life insurance companies that write group annuities— 
is that the same as a guaranteed or a trusteed pension plan ? 

Isthat. a similar thing? 

Mr. Coretanp. It could or could not be. A pension plan may 
use-— 

Senator Kerr. What are you referring to there in the last two 
lines # 

Mr. Coretanp. What is that? 

Senator Kerr. You say the superdeduct proponents would substi- 
tute an important tax advantage in favor of large life insurance com- 
panies writing group annuities over small companies which do not 
engage in such business. 

Now, what line of business, what classification of business, are you 
referring to there 
_ Mr. Copetanp. Group annuities which are the vehicles by which life 
insurance companies conduct pension business. 

Senator Kerr. I asked you if it was that field of operation and you 
said “No.” 
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Mr. CoreLanp. I misunderstood your question. 

Senator Kerr. I ask it again. 

Mr. CoreLanp. Group annuities are primarily pension plans insured 
in life insurance companies. 

Senator Kerr. And that is the field of operation with reference to 
which this current bill provides a termination of applicable tax, 

Mr. Core.anpd. That is right, sir. 

Senator Kerr. Now is that line of business open to any insurance 
company ¢ 

Mr. Core.anp. It is open to any insurance company, sir; but in or- 
der for a company to enter into that business, it is almost mandatory 
that the company be entered in many States in order to write the busi- 
ness involved. 

Small companies hardly have the facilities for handling that busi- 
ness. They hardly have the assets and equipment and personnel to 
handle that business. It is a type of business that has been entered 
into probably by less than 100 of the larger companies to any extent, 

Senator Kerr. But there is no prohibition in any State laws against 
a company engaging in that business, is there / 

Mr. CoretaNnp. There is not, sir. 

Senator Kerr. Don’t big trust companies and little trust companies 
operate similar programs? 

Mr. Copeianb. Yes, sir. Iam sure they do, because they are writing 
a type of pension that they don’t have to guarantee the corpus of the 
plan. They don’t have to guarantee the income. 

Senator Kerr. Their experience has tu be such that the beneficiaries 
have a reasonable expectation of the commitments’ being honored or 
they would not stay in the business, would they ¢ 

Mr. Corrtanp. Honoring a commitment is one of two sorts. One is 
to use best judgment and give you whatever I can produce from best 
judgment. 

Senator Kerr. If that didn’t turn out generally as well for the 
fellow who puts up the money or the group for whose benefits is 

aid as those programs with the insurance companies, there would not 

a situation where a larger and larger percentage of that business 
is going to trust companies, would there ? 

Mr. Copetanp. I am sure that the business will go toward the trust 
companies until such time as variable annuities are authorized to be 
issued by insurance companies. I have been in on many pension plan 
discussions—— 

Senator Kerr. Is your recommendation one of authorization for a 
variable annuity ¢ 

Mr. CoreianpD. Variable annuity has nothing to do with this type 
of problem. 

Senator Kerr. How did you happen to bring it in? I mean there is 
enough in this bill. 

CoreLanp. You asked did I think that more and more of the pension 
business would move from the insurance industry to the trustee plan! 

Senator Kerr. I asked you if the experience that people were 
having with the trust companies was not one to encourage and fortify 
confidence, how is it that a larger and larger percentage of the total 
of that business is moving or being handled, moving into or being 
handled by trust companies? 
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Mr. Coretanp. I think the feeling of a good many employers is 
that they would rather trustee their plans with a bank or their own 
trustee set up whereby they would have much more flexibility in in- 
vestment of their assets. 

If they wish to invest a little more in equity securities and stocks, 
both common and preferred—— 

Senator Kerr. They wouldn’t do that unless they thought the cor- 
pus was safe, would they / 

Mr. CorpeLANp. I think so. 

Senator Kerr. You do? 

Mr. CopeLanb. Because there is nothing more variable in the world 
than a dollar. It goes up and down and sideways and every other 
way. Lhave worked on—— 

Senator Kerr. Is that the reason so many people keep buying so 
much insurance which is payable only in dollars ¢ 

Mr. Core.anp. I think if you will examine the insurance industry 
you will find that a good part of our business is moving from the old 
forms of life and endowment insurance over to term insurance. 

Senator Kerr. But it is still dollars, isn’t it? 

Mr. Core.anp. It is paying off in dollars. 

Senator Kerr. Do they use a different dollar to pay the obligation 
under a term policy than they do under an ordinary life policy ? 

Mr. CoreLaNp. No, sir; but under an endowment policy-—— 

Senator Kerr. How could the argument be valid with reference to 
the value of the dollar against one unless it was against the other in 
view of the fact that it is the same dollar ? 

Mr. Coretanp. I think insurance companies are losing a good part 
of their pension annuity business and I think we are losing a good part 
of our endowment business because a man desiring—— 

Senator Kerr. The companies you refer to here as being discrimi- 
nated against are not losing more and more of the business they don’t 
have any of, are they ? 

Mr. CoreLanp. I am speaking of the industry as a whole. You 
asked basically was there a movement—— 

Senator Kerr. I didn’t ask was there; I asked how could there be 
unless those going to the trust companies had confidence in the integ- 
rity and validity of the commitments that were being created by giv- 
ing them the business? I didn’t ask if there were. The record is 
that there are. 

Mr. Core.tanp. I am sure of it. Yes, they have confidence in the 
abilities of the trust to handle their funds, just as much as they have 
for insurance companies to handle their funds. 

Senator Kerr. Well then how can you talk about their disadvantage 
that they are handling it isn’t in such a way as to give the assurance 
of honoring the committees ? 

Mr. Coretanp. They are honoring the commitment, the commit- 
ment being to take the money, invest it, and return the corpus, except 
that the trustees in the banks are able to invest more moneys in com- 
mon stocks and equity securities which will ride up with the devalua- 
tion of the dollar if you want to call it that, so that in purchasing 
power there is a larger return than the insurance company can give, 
granting only fixed dollar benefits. 

That is the corpus plus a guaranteed rate of interest. 
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Senator Kerr. If the situation is such then that insurance eo. 
panies are losing that business under the environment they have to 
work, is there not justification for the position that the environment 
should be improved so that they wouldn’t be competitively at a dis. 
advantage and in a situation of the shrinking of that business? Jf 
that is true, how is it that the future holds such a terrible portent, for 
some phases of the industry not im this business which is shrinking out 
anyway ¢ 

Mr. Corrianp. I think that business is shrinking percentagewise, 
that is the percentage of the total that is being held by insurance 
companies against that part which is being held by trustees. But the 
insurance companies themselves are experiencing gains in. that 
business. 

Senator Kerr. Now what kind of gains did they experience? 

Mr. CorreLanp. Gains in volume of that particular business on their 
books year after year. 

Senator Kerr. Did you hear the witness that 1 was questioning here 
this morning about. whether or not the gains an insurance company 
made. in that field belonged to the insurance company or to those for 
whom the trust was established ¢ 

Mr. Cope.anp. Yes, sir; I did. 

Senator Kerr. How did you understand him to answer that 
question ¢ 

Mr. Coreiann. He made the statement that both stock companies 
and mutual companies would return to the employer the principal in 
event of a termination, the principal, the guaranteed interest. thereon 
and any profits that the company might have made on that particular 
group. 

Senator Kerr. Now, is that. a correct statement / 

Mr. Core.anp. I assume he made that statement in all honesty ; yes, 
sir; and I assume he knows quite a bit about the business. 

Senator Kerr. If they do return the profit to the beneficiaries, then 
is not a tax on that profit a tax against the beneficiary and not against 
the company ? 

Mr. Core.anp. He is speaking of investment profits, I am sure, 
because most of the—— 

Senator Kerr. What are you speaking of? I thought we were talk- 
ing about the profit on the trusteed fund; is that correct? 

Mr. Copeianp. If I have available to me as an employer the option 
to take either an insured group or trustee my own plan, and assumin 
I have a large enough group te trustee my own plan, the actuaria 
requirements of that plan are fixed either way at, say, $100,000 as 
being the cost of the benefits per year, I must add to that cost, if I go 
to the insurance plan, an additional 8 percent for administrative 
expense or 7 percent. That is loading. 

Senator Kerr. Is that of the principal or the income? 

Mr. CoreLanp. The annual premium, the annual amount contrib- 
uted into the plan. That is the loading that the insurance company 
takes. That is where they get their expenses and that is where they 
get their profits. 

Senator Kerr, Does anybody handle it without getting their ex- 
penses? 

Mr. Coreianp. No, sir. If, on the other hand, I go to a trustee, 
a trustee is going to charge me an administrative fee for handling my 
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moneys, normally about one-half of 1 percent a year, which by the 
way is roughly equivalent to the tax on that pension income provided 
that the tax on the income on pension, provided the company is making 
about 1 percent over the guaranteed rate on the investment, plus the 
trustee plan. 

The employer must employ actuaries, lawyers, and other people to 
keep his plan qualified. The ultimate cost of the two plans as far as 
the employer is concerned, that is his cost on the one hand against the 
insurance company loadings on the other are not going to be too far 
apart. : 

The only difference that I can see between the trusteed plan and the 
insured plan is that under a trusteed plan two of three things happen 
to make it attractive. 

No. 1, it can invest in equity securities. 

Senator Kerr. They can go down, ag well as up, can’t they? 

Mr. Core.anp. That is all right. The employer would rather pay 
off in purchasing power dollars than in hundred-cent dollars in many 
cases. 

Another thing that is causing the movement toward the trusteed 
plans is where the labor unions are involved. The labor unions would 
rather have three members on a 6-member board where they have some 
control over the money. If insurance premiums are paid, then the 
control on the money is fairly well lost. 

Senator Kerr. Aren’t you describing to me a situation where the 
competition is between those in the insurance business issuing insured 
pension plans and trust companies handling trusteed fund plans or 
pension plans ¢ 

Isn't that where the competition is? 

Mr. Coretanp. There is competition there, but whatever little tax 
is involved on the insurance companies reserves on those plans is one 
of the most minor items involved in the competition. 

Senator Kerr. But isn’t the competition between the insurance com- 
panies and the trust companies, that is the insurance companies en- 
gaged in those programs? 

Mr. Coretanpn. Yes; there is competition there. 

Senator Kerr. If you have a right to do that and don’t choose to 
do that, then is it a situation where you taking the position that you 
are not against the combine because it is wrong but just because you 
ain’t in on it? 

Mr. Core.ann. No, sir. I am against the relief of investment in- 
come from taxation on pension reserves for one reason and one reason 
only. The thought seems to be today that there shall be a certain tax 
placed upon the insurance industry as a whole. 

Senator Kerr. But you don’t agree with that ? 

Mr. Core.anp. I do agree with that. 

Senator Kerr. You have just said that you did not believe in any- 
thing but the investment-income approach. 

Mr. CorpeLanp. Regardless of what the approach is, there seems to 
be an amount of money which the Federal Government wants- 

Senator Kerr. I am talking about your position. You have taken 
the position that you are against attacks on underwriting profits. 


ee CopeLanD. I am not against attacks on underwriting profits 
Teese 
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Senator Kerr. Is that in the investment-income approach ? 

Mr. Coretann. No, sir. 

Senator Kerr. I thought you had covered that to begin with ang 
you said that was correct, what you said in this last sentence. 

Mr. Coreianp. I said I favored that approach. 

Senator Kerr. That is what I am asking you. 

Mr. Copetanp. I would not oppose another approach which gaye 
these insurance companies a fair chance to recover some of the invegt. 
ments that they have to put into this production of business prior to 
January 1, 1958, which we must recover under a 48-cent dollar. 


Senator Kerr. Isn’t phase 2 of this bill a tax on other than invest. 
ment income! 


Mr. Coretanp. Yes, sir; it is. 

Senator Kerr. But you say you would take every bit of that out! 
Isn’t that what you said a while ago 

Mr. Core.anp. I would be very happy to see it go out, but I would 
not be opposed 

Senator Kerr. Then if you want that out, are you now telling me 
that you still favor it? 

Mr. Coretanp. No, sir. I would want it out. I would not be 
opposed to it coming on, on some graduated scale which will let the 
companies get back some of the investment they have in first year 
premium without having to pay a tax on the recovery of the capital 
that we have placed in that business. 

Senator Kerr. But you are not against the principle of it. Youare 
just against the way that it is put into effect ¢ 

Mr. Coretanp. The immediate application of it, yes,sir. 

Senator Kerr. Now do you want it postponed subsequently, or 
indefinitely ¢ 

Mr. Copeianp. A graduated scale would be acceptable, I think, to 
most of us. 

Senator Kerr. Then your position No. 1, is that you favor phase 1 
with the one exception you have mentioned ? 

Mr. Cope.anp. Yes, sir. 

Senator Kerr. You favor phase 2 if it is made applicable gradually 
instead of instantly ? 

Mr. Coretanp. I would rather see phase 2 made all phase 3 if we 
had our “druthers.” 

Senator Kerr. I wish you wouldn’t jump around. 

Mr. Corrianp. You are asking for opinion, sir, or a preference? 

Senator Kerr. I do and you have given me one and then I asked 
you another and then you shift, and that is all right, that is your 
privilege, but I must say to you that in writing this bill the com- 
mittee can’t do that. You see when we get ready to do whatever we 
are going to do to this bill, we have got to put it down and then we 
have got to stand on it. 

Mr. Copreianp. I am sure of that, sir. 

Senator Kerr. It would seem to me that for your evidence to be 
the most beneficial, that it should be done on the same basis. Now 
do you or do you not favor phase 2 if it is made applicable gradually 
instead of effective at once ? 

Mr. Core.anp. I would favor it, yes, sir. 

Senator Kerr. And then what about phase 3? 
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Mr. CopeLanp. I would favor it. 

Senator Kerr. That is all. 

The CHAIRMAN. Senator Carlson? 

Senator Talmadge? 

Senator Tatmapce. Mr. Chairman, I am sorry I wasn’t here when 
the witness began his testimony. He happens to be an old classmate 
of mine from the University of Georgia. 

Mr. Copeland, we have heard considerable testimony before this 
committee that these pensions plans have not been very profitable. 

Many of them have testified that the competition with the trust 
companies has been such that the business has been gradually leaving 
the insurance companies and going to the trusteed plans. 

You state, referring to the Prudential Life Insurance Co. : 

After dividends to policyholders the ordinary life business showed a loss of 
approximately $930,000 while pensions produced a profit of over $17 million. 

What is the source of your information on that ? 

Mr. Coreianp. The “Best’s Life Insurance Reports of 1958.” 

Seriator Tatmapce. In other words, the profit that Prudential made 
was on this particular pension business. 

Mr. CoreLanp. The group annuity business, yes, sir. 

Senator Tatmaper. Proceeding further: 

Another leading pension writing company is the Equitable Life Assurance 
Society. In 1957 it had a total gain of $11,300,000 on its pensions and only 
$10,250,000 on its ordinary life policies. Yet the total premiums collected 
on ordinary life policies were 50 percent greater than the pension annuity 
premiums. 

Is that also taken from Best’s? 

Mr. Core.anp. Yes, sir. 

Senator Tatmaper. Proceeding further: 

The Metropolitan Life Insurance Co., the largest company in the industry, 
nets almost as much on its group pension business, $21,680,000, as it does on 
its ordinary business, $24,867,000, one-third of its total premium volume. 

Is that also taken from Best’s? 

Mr. Core.anp. Yes, sir. 

Senator TarMapcr. So your assumption is that this pension busi- 
ness is profitable and there is no reason why they should not pay taxes 
on it? 

Mr. Core.anp. It is profitable enough to where I don’t see why 
some very minor percentage of profit, of excess interest, shouldn’t be 
used in the tax base. 

Senator Tatmapce. Your principal argument is that the large 
companies apply these large profits into the general operations of the 
company and further the competition on writing a single annuity 
would make it untenable or unprofitable for a small company to com- 
pete with them ? 

Mr. CoreLanp. No, I don’t think small companies are set up per- 
sonnelwise. I don’t think the small companies have the financial 
strength. I don’t think small companies have any business in the 
pension business. 

Senator Tatmapcr. What I am trying to get you to answer now is 
what competitive advantage is the 2 percent factor which you are 
asking us to strike out of this bill going to give a company like Metro- 
politan Life over your company, Progressive Life ? 
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Mr. Core.anp. The competitive advantage comes from the fact tha 
the pension reserves of these companies are probably based on an ag. 
sumed interest of 2 percent or 214 or 214 percent. That the assets of 
the companies are earning 314 percent or some higher figure than th 
assumed interest. 

The exemption simply says that that portion of the companiey 
assets which represents pension reserves shall not be considered at jj 
and the income of that shall not be considered at all when it come 
to establishing a tax base on investment income. 

There is no commitment of the company to pay the excess interest 
earned on those particular reserves bacx to the employer either in 
a stock or a mutual company. 

My contention is that that is extra interest earned over and above 
the assumed interest or the differential between the interest assumed 
in those annuities and the industrywide average interest, or if there 
is any differential allowed in there, that that interest becomes ayail- 
able as a slush fund to use for other purposes, for increasing the divi- 
dends on ordinary policies or for lowering rates on ordinary policies 
or other lines in which we are competing with them. 

Senator Tatmaper. The assumed interest rate, which you are re. 
ferring to is in phase 1 of the bill, is it not ? 

Mr. CopeLanp. Yes, sir. 

Senator Tatmapcer. Do you know from your knowledge of Best's 
report what Metropolitan’s assumed rate is? 

Mr. Coretanp. | can look it up. 

Senator Tatmapce. Would you do that please, for the record? 

Mr. Coretanp. Best’s quotes that the reserves on new policies is- 
sues are calulated on the commissioner’s standard ordinary mortality 
of 214 percent interest valued on a net level premium method. 

Senator Tatmapcr. Then the company assumed rate is 214 percent, 
is that correct ¢ 

Mr. Coretanp. Whether that applies to their group annuities or 
not, I don’t know. I imagine it would or some lower rate would. 

Senator Tatmapce. I was saying, as I understand your testi- 
mony 

Mr. Coretanp. Here it is. Annuities, they have some at 2 percent, 
some at 214, some at 214, some at 234, and some at 3. The bulk seems 
to be at 23, percent. 

Senator Tatmapeer. Fine. 

Would not their assumed rate be approximately 214 percent ac- 
cording to your best judgment ? 

Mr. Coretanp. That’s right. 

Senator Tatmapce. What was the company earning rate for 1958! 

Mr. Core.anp. 1957 according to Best’s, they show separations on 
bonds, stocks, and real estate. On bonds they made 3.63, on stocks 
they made 4.74, and on real estate 3.75. 

Senator Tatmapce. Do they have an average / 

Mr. Coretanp. I don’t see that there is any average given. 
Senator Tatmapce. Could you look and tell us approximately what 
it is? 

Mr. Coretanp. Approximately two-thirds of the assets in bonds 
and it gives bonds as 3.63. The other assets seem to be at a higher 
yield, so I would assume that the average yield is something higher 
than 3.63. 
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Senator Tatmapce. Would you say 4 percent ? 

Mr. Corpetann. Not that high. 

Senator Tatmance. 3.85? 

Mr. Core.anp. 3.85, or 3.9, something like that. 

Senator Tatmapee. 3.85. Now what was the industry assumed rate 
of earnings last year ? 

Mr. Copetanp. I believe the man from the Treasury Department 
gan give that answer better than I could. 

' Senator Tatmapee. Could you tell us what the assumed rate, for 
tax purposes, under this bill was last year? 

Mr Surror. The industrywide assumed rate ? 

Senator TautMapace. Yes. 

Mr. Sirror. Will be between 2.75 and 2.80 percent. 

Senator Tatmapce. 2.80? 

Mr. Strror. The average industrywide assumed rate will be very 
close to 2.80 percent. 

Senator Tatmapce. Could you take those figures and tell us what 
advantage if any Metropolitan would have in conjunction with your 
argument over other companies on this tax bill ? 

Mr. CoreLanp. If they are assuming 2.5 and they are earning 3.8 
say or to make it easy 3.7, they are picking up 1.2 percent on their 
annuity reserves. They have roughly $1,500 million of annuity re- 
serves and they would be picking up 1.2 percent, about $18 billion. 

Senator Tatmapce. Now will you tell us how that affects pension 
plan tax? You are asking us to strike out this 2 percent deduction 
as I understand it? 

Mr. Coretanpn. No, sir; I was asking that the strikeout be the re- 
moval of the exemption from the tax base of phase 1, the investment 
earnings on pension reserves. 

Senator Tatmapce. I thought you said they were using these pen- 
sion reserves, if they were tax free, as a basis for competition and I 
was trying to discover what advantage if any there would be to them 
under this formula ? 

Mr. Core.ann. It would grant them $18 million. 

Senator Tatmaper. Of tax free reserves? 

Mr. Coretanp. Of tax abatement. It would grant them that much 
surplus increase that they would not have, had the investment in- 
comes on pension or group annuity reserves been subject to the same 
tax as life insurance reserves or any other kind of reserves. 

Senator Taumaper. Is that the basis of your argument against 
this particular part of the bill ? 

Mr. Core.anp. Yes, sir; that is the basis for my argument. 

Senator Tatmapce. Do I understand you correctly when you say 
that it gives them a competitive advantage not in the field of pension 
business but in the total field of insurance, which they will use as a 
tax advantage ! 

Mr. CoreLanp. I would say that if they had $18 million of profits 
or $18 million less tax to pay by virtue of this deduction, that the 
$18 million could well be spread around to other things, it is cer- 
tainly not necessary that it be put right into a return to employers. 

It is not necessary that anything be done with it. There is no 
policy commitment or rule that governs where the thing goes. 

Senator Tatmaper. I have no further questions, Mr. Chairman. 

875325983 
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The CuarrmMan. Senator Butler. 

Senator Burier. No questions. 

The Cuatrman. Thank you very much, sir. The next witness js 
Mr. Leonard H. Savage, Standard Life & Accident Insurance () 

Senator Kerr. Mr. Ghaltinas: Mr. Savage is one of the ablest gitj. 
zens of Oklahoma. He is a very valuable constituent of mine and] 
am happy to say to this committee that he is an outstanding individ. 
ual with great experience and in my judgment his opinions ay 
worthy of very serious consideration and I am happy to present hip 
to this committee. 


STATEMENT OF LEONARD H. SAVAGE, STANDARD LIFE & ACCIDEM 
INSURANCE CO. 


Mr. Savace. Thank you, Senator. My name is Leonard H. Say 
I am president of Standard Life & Accident Insurance Co. of Ok. 
homa City, Okla. 

We write both participating and nonparticipating life insurang 
and now have in force in excess of $230 million. There are 25 sim- 
lar life insurance companies in the State of Oklahoma, some larger 
and many smaller. We are all in substantial agreement as to our pos- 
tion with reference to this bill. 

Much has been said during the course of these hearings about the 
burdens of taxation. If you will bear with me, I shall tell you ow 
story based upon 1958 operations. Before payment of State gros 
premium taxes and Federal income taxes, our company had a 
operating income of $442,000. What has happened to that $442,000! 
We have paid, or will pay $238,466 in State premium taxes. We haw 
set up a reserve liability item in our statement of $96,570, represent- 
ing our estimate of what our income tax liability will be for 1999. 
Out of our net operating income before State and Federal taxes, of 
$442,000, we therefore have left the sum of $106,964 out of which to 
pay dividends to stockholders and increase our surplus to poliey- 
holders. In the meantime, our life insurance in force has increased 
more than $50 million. 

This $106,964 of course is wholly inadequate to pay any retum 
on our investment and add a reasonable amount to our policyholders 
surplus. 

The first point I should like to raise has to do with subparagraph 
(3) of paragraph A, section 815. This relates to distribution to 
shareholders and is concerned with phase 3. It provides that the 
term “distribution to shareholders” shall be treated first as paid out 
of the shareholders surplus account to the extent thereof, then out of 
the policyholders surplus account to the extent thereof, and then out 
of any other account. 

It then says that the distribution referred to, that is distribution 
to shareholders, includes any distribution in redemption of stock. 

This is important because it means that if a company has preferred 
stock or a special class of stock which is subject to redemption ands 
redeemed and which was not necessary for organization, the full 
amount thereof is to be treated as coming first out of shareholders 
surplus and then out of policyholders surplus as defined in the bill. 

In other words, that part which is paid out of the policyholders 
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surplus is taxable income and subject to a 52-percent tax. This would 
be true in spite of the fact that the corporation is paying back the 
exact amount it received when the stock was issued. 

We feel this arrangement is unfair. I cannot believe there is any 
intention of placing an income tax on a transaction of this kind. 

[have in mind a specific example where a company issued a special 
dass of stock for the sum of $500,000. This was done in order to 
put up reserves on business acquired through reinsurance, At the 
present time the $500,000 is not needed in the surplus of the company ; 
however, under this bill, if that money should be repaid by redemption 
of the stock, although this company will be returning only the money 
that was received by it from the sale of the stock, a substantial tax 
will be incurred, as there no doubt will be earnings this year out of 
which a policyholders surplus as defined by this bill, will be created, 

The tax will be 52 percent of whatever amount comes out of policy- 
holderssurplus. It could possibly amount to $260,000. 

Ifthe surplus should develop in that fashion, that is. 

Now the example mentioned is not an unusual situation. The laws 
of many States provide a method by which contributions to surplus 
may be made. When the contributions are no longer needed, the 
company is permitted to repay them. 

Generally the law will require that such contributions to surplus 
may be repaid after the company has accumulated a capital and sur- 
plus of a specific amount. 

This is a vehicle by which small companies can acquire additional 
surplus to expand or to restore losses from excess mortality, invest- 
ments, or other reasons, without selling additional stock. Generally, 
one or two stockholders will make such contributions. 

Under the provisions of this bill, the repayment of such contribu- 
tions cannot be made out of existing capital and surplus funds without 
first exhausting the stockholders surplus and then the policyholders 
surplus as defined by this bill. 

I believe any capital funds in excess of the amount used for organi- 
zation, paid in or contributed by stockholders, or others, should be 
available for repayment to them when such a stock, or stockholder 
contributed surplus, is no longer deemed necessary for the protection 
of policyholders and that it should be done without incurring any 
additional obligation. 

In view of the foregoing, it is our recommendation that a provision 
be placed in the bill, if phase ITT is continued in it, which will permit 
acompany to repay capital and also surplus contributions in excess 
of the amount used for organization, without the imposition of any 
tax thereon, when management feels such funds are no longer needed 
inthe company. 

This may be done by adding such funds to the shareholders surplus. 

Secondly, we believe that if H.R. 4245 becomes a law, phase IT 
should become effective gradually over a period of 5 years. 

It is our suggestion that if this bill is to become a law, that only 
phase I be applicable for 1958 to companies actively engaged in the 
general life insurance business, or as an alternative, the 1942 act 
apply to 1958. In either event the income raised would be approxi- 
mately the amount desired. 
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It is our further suggestion that 20 percent of any tax payable undg 
phase II be paid on 1959 income; 40 percent in 1960, and increas; 
20 percent each year until 100 percent has been reached at the ent 
of the fifth year. 

This recommendation is very similar to the suggestions made by 
the Secretary of the Treasury last year in his letter to the chairmay 
of the House Ways and Means Committee and the chairman of this 
committee, relating to the new approach for taxing life insurang 
companies. 

It will make it possible for the smaller companies to adjust their 
‘operations to meet the additional burdens imposed by this bill. Gep. 
erally, a small company can fairly well estimate what it might e 
in the way of net income in any given year if it has been in operation 
for several years. 

If a stock company is increasing its business, management naturally 
is aware that it is desirable to increase the policyholders surplus in 
accordance with the increase in business. If a small company has 
geared itself to a certain level of operation based upon one tax cop. 


cept, it requires a very substantial change in operation to readjust | 


to a radical change in tax concept such as is provided for in this bill, 
What I mean may be reduced to rather simple terms. If we ex. 
pect to increase our life insurance in force during a given year in the 


amount of $50 million, we would expect to increase our surplus to 


policyholders by at least $200,000. 
If we are confronted with an additional increase in taxes of j 
reent or more, as are most stock companies under this bill, then a 


immediate readjustment is necessary to maintain a satisfactory ratio | 


of capital and surplus to business in force. 

If this suggestion should be followed, admittedly the major benefit 
will go to the stock companies. 

There would not be a substantial reduction in income to the Gor 
ernment, as the estimate of the total tax produced by phase IT is only 
$40 million. . 

This plan is needed by the Oklahoma companies and many other 
small companies that may now be in a position to pay some tat 
under phase II. This type of an arrangement will be fair and wil 
permit them to cushion the shock of this great increase in income 
taxes. 

Tn addition to the need for a transitional period for companies now 
in the black, or that have a chance of getting in the black at an early 
date, there is still a greater need for a transitional period for thos 


companies not yet in the black. It is common knowledge that a new 


life insurance company operating in a normal way is facing a sever 
competitive situation in the business. By the nature of the busines, 
early acquisition costs are exceedingly high. It therefore does no 
have a chance of getting on a break-even basis in 5 years and in most 
cases it cannot be done in 10 years without almost unlimited capital 
and surplus. 

In Oklahoma we have had a number of companies organized in th 


last 5 years. Without exception, all of these companies that an | 


actively engaged in the life insurance business, have lost money from 
the beginning, and 90 percent of them will continue to do so for year 
to come. Under this bill, the losses already incurred by these com 
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anies cannot be carried forward. However, the companies that may 
beable to get into the black this year, next year, or during the next 5 
ears, Will be given some relief as a result of the transitional period 
of 5 years in phase II if it should be adopted as I have suggested. 
It will enable them to partially restore their surplus to policyholders 
without incurring a burdensome income tax under phase IT. 

The industry figures indieate this bill, if enacted in its present 
form, will raise approrumerely $560 million in taxes. We feel the 
total amount should be reduced to not to exceed $500 million. This 
committee has before it many suggestions and will have many more, 
as to how the bill might be changed to bring about this reduction. 
Each interested group, of course, is suggesting that the savings, if 
any, be primarily to its own benefit and I might add that in this con- 
nection, I do not claim to be an exception. 

It is agreed by all parties concerned that this bill provides for an 
increase of at least 70 percent in income taxes on the life insurance 
industry. It is also agreed that under the present stopgap law, the 
mutuals pay 75 percent of the tax and the stock companies 25 percent. 
According to the information we now have, if the proposed bill in its 
present form becomes a law, or which was the law prior to this year, 
the mutuals pay 75 percent of the tax and the stock companies pay 
95, the amount to be paid by the mutuals will be reduced to 69.3 per- 
cent, with the stock companies paying 30.7 percent; therefore, per- 
centagewise, a substantial increase on the stock companies. Now 
what are the particular features of this bill that have brought this 
situation about? First and most important, is the provision that 
eliminates the tax on investment income of pension trusts. The 
amount of this reduction over a period of 3 years being $60 million 
and practically all of it going to the mutuals and a few large stock 
companies. 

Primarily, this same group that will benefit most by this pension 
trust windfall has suggested four other changes in the bill, all of 
which will increase the percentage of tax on the stock companies 
and reduce the percentage to be paid by the mutuals. Should the 
5-year average proposal on investment income be placed in the bill, 
the stocks would then pay 32 percent of the tax and the mutuals 68 
percent. 

The companies getting the benefit of the windfall on the pension 
trust exemption are still asking for more by asking that the profits 
on pension trusts be excluded from income, as well as investment 
income from surplus that might be allocated to the pension trust 
business. This would work to the further profit of the mutuals and 
against the stock companies. This group further requests that they 
be given credit for dividends paid to policyholders under phase I, 
when they have no tax payable under phase II. We feel their argu- 
ments in this connection are fallacious. The only reason most of 
them are not taxable and will not be taxable under phase IT is because 
they are returning part of their profits to their policyholders. It is 
entirely logical and proper that news profits should not be deductible 
under phase I. 

_ Contrary to what a number of our mutual friends have said, there 
sno contractual obligation to pay any particular part of their profits 
from operations and profits from excess premiums to their policy- 
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holders. This is a matter that is determined each year by the board 
of directors just exactly like dividends paid to stockholders are 
determined. 

We oppose, and the Oklahoma companies generally oppose, that 
part of the bill that excludes investment income on pension trusts 
from taxable income. Our information does not indicate that the 
situation is as these companies claim. We do not find upon investi- 
gation that the small employer is being penalized at this time. 

The people in this business themselves admit that they are in it 
for a profit. True, they cannot compete with the banks for this 
business, in some situations, and the situation with respect to com- 
vetition will not be materially changed if this provision stays in the 

ill and becomes a law. It will only mean they will have their tax 
reduced on business they now have and in which they are engaged 
for a profit. 

It is our opinion that if this provision stays in the bill, that as q 
result of it, the tax on those of us who are not in the pension trust 
business will be increased 13.5 percent. It is just simple arithmetic 
tous. A certain amount of money has to be raised. What one group 
avoids, another must pay. We will assume there is a goal to raise 
$500 million in taxes from the life insurance companies. If $60 mil- 
lion is taken off of this $500 million by the exemption of pension trusts, 
that amounts to 12 percent of the goal, leaving $440 million. Those 
who pay the $440 million must have their taxes increased 13.5 percent 
in order that the Government will then receive a total of $500 million, 
We feel that if our tax is $100,000 now, then by this exemption our 
tax automatically goes up to $113,500 and all other companies will be 
increased in proportion unless they are the recipients of a part of the 
windfall resulting from the exemption of income on pension trusts, 
In addition, we feel that this exemption is discriminatory and puts the 
smaller companies at a greater competitive disadvantage than they are 
in at the present time. 

We strenuously urge that no amendments be made to this bill that 
will put the mutuals in a more advantageous competitive situation. 
We respectfully submit that the bill is now discriminatory in favor 
of the mutuals and that such discrimination should be eliminated. 

We feel that the bill is discriminatory against the small companies 
because it puts them in a competitive disadvantage with the large 
companies. We urge that the 10-percent deduction for additions to 
nonparticipating business iaasidiclin increased to 12 percent. Our in- 
formation is that this will be a fair adjustment and offset the ad- 
vantages the mutuals have because of their excess premium charges. 

We urge that this bill be amended to provide for a transition period 
under phase IT so that it will not become fully effective until the fifth 
year. That the tax accruing under this phase be payable on the basis 
of 20 percent thereof in 1959 and increased the same amount each 
vear until 100 percent is reached the fifth year. This will reduce the 
impact on the smaller companies. They cannot protect themselves 
by adjusting dividends to policyholders. It will permit those com- 
panies that have lost money in getting started to partially restore 
their policyholders surplus without such a terrific tax burden. 

For the same reasons, the period to carry forward losses should be 
extended to 10 years because of the special nature of the life insur- 
ance business. 
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All companies should be permitted to redeem capital or surplus 
gntributions in excess of the amount required for organization with- 
gut incurring additional taxes. This is ee repayment of capital 
fynds acquired for special use and there is no logical theory by which 
gach repayment should be taxable. 

The CHarrMAN. Thank you very much, Mr. Savage. 

Senator Kerr. 

Senator Kerr. Mr. Savage, you said: 


This recommendation is very similar to suggestions made by the Secretary 
of the Treasury last year in his letter to the chairman of the House Ways and 
Means Committee relating to the new approach to taxing life insurance com- 


panies. 


Would you put a copy of that into the record ? 
Mr. Savace. Will I? 
Senator Kerr. Yes. 
Mr. Savace. Yes, sir; I will. 
(The information referred to follows :) 
Aprit 10, 1958. 


My Dear Mr. CHarrMAN: In our letter to you of January 10 concerning tem- 
porary legislation for the taxation of life insurance companies, the Treasury 
indicated that it would propose a method for more permanent legislation in this 
feld. Im accordance with this and subsequent statements made in the public 
hearings of the House Ways and Means Committee on various tax legislative 
matters January 16, and before the Senate Finance Committee on the stopgap 
extension legislation March 5, there are submitted for your consideration sug- 
gested approaches to the taxation of life insurance companies. 

In developing these recommendations for a more permanent basis of taxation, 
we have approached the task with full recognition of the difficulties in this 
complicated area, which stem in part from the complex nature of the life 
insurance business as conducted on the level premium basis. We are also aware 
of the fact that we are dealing with institutions which are the custodians of 
the life insurance protection and savings of millions of American families. 

The problem of developing a satisfactory long-range basis of taxation for the 
life insurance industry is not a new one, The problem has resisted solution 
since 1947, when the then-applicable formula, adopted in 1942, resulted in no 
tax whatsoever on the life insurance business, and was replaced by a series 
of stopgap formulas. You are familiar with the resulting extensive legislative 
history in this area and the long study which has been given to the question by 
your committee and the Congress over these years. 

A subcommittee of the Ways and Means Committee on the taxation of life 
insurance companies was established in 1949 which conducted studies and rec- 
ommended stopgap legislation, deferring a permanent solution of the problem to .- 
alater date. The temporary legislation subsequently adopted, termed the ‘1950 
formula,” was applied only to 1949 and 1950 income. 

In 1951, further stopgap legislation was enacted, converting the reserve and 
other policy liability deduction under the 1950 formula into a reduced rate of 
tax on net investment income without deduction for required interest. The' 
1951 method was extended from year to year through 1954. 

Late in 1954 extensive studies and hearings were conducted by a subcommittee 
of the Ways and Means Committee, leading to the adoption of the present law. 
This provided a reserve and other policy liability deduction of 8714 percent on 
the first $1 million of net investment income and 85 percent on net investment 
income in excess of $1 million. The 1955 law also provided certain structural 
improvements, including a broadening of the net investment income base, the 
correction of certain abuses, and a more adequate treatment of the health and 
accident business of life insurance companies. 

The 1955 formula was originally made applicable to 1955 income only, subject 
to the provision that the 1942 formula would reapply automatically in any year 
if there were not an extension. The 1955 formula was subsequently extended 
to 1956 and more recently to 1957 income. 
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The Treasury has reviewed carefully the facts, issues, and alternative ap 
proaches developed in the course of these past deliberations. You are cognizant 
of the staff work which the Department has conducted cooperatively with the 
congressional tax staffs, and for a considerable period in 1955 and 1956 in cop. 
sultation with a group of distinguished actuaries whose services were made 
available by the life insurance industry to the Treasury. While the technical 
assistance of these actuaries has been invaluable to our work, they do not, of 
course, have any responsibility for the policy suggestions which have been 
developed from it. 

On the basis of our review and study, it seems evident that there are certajy 
inadequacies in the present method of taxing life insurance companies. The 
present method does not recognize sources of net income other than investment 
income. Furthermore, it utilizes an averaging system, whereby the net taxable 
income of a life insurance company is measured by reference to an arbit 
or industrywide standard of interest deductions, not by the actual experience and 
requirements of the individual company. 

Two possible solutions are presented herewith. The method of taxation to 
which it is suggested the committee give first consideration would provide a 
long-range basis of taxation for life insurance companies bringing their taxable 
income concept into closer conformity with that of other corporate business, 
Such a concept should be designed to reflect, to the fullest extent practicable, the 
full net earnings of life insurance companies. It should at the same time provide 
comprehensive deductions for all expenses, interest, and reserve requirements, 
and all amounts paid or made available to policyholders. 

We suggest that the starting point for measuring the net earnings should be 
the figure for “Net gain from operations after dividends to policyholders” which 
appears in each company’s annual statement to the State insurance departments 
and which summarizes the operating results for the year. This figure is based 
on carefully developed life insurance accounting practices which have general 
acceptance in the industry. Adjustments, such as those for tax-exempt interest, 
Federal income taxes paid, ani depreciation on the insurance business property 
account, would conform it with general rules for computing taxable income. 

The resulting tax base would include the margin of investment income above 
amounts needed on policy reserves, gain from better than assumed mortality 
experience, and profit arising from the difference between the expense “loading” 
portion of premiums and actual expenses. Deductions would be allowed for all 
dividends paid to policyholders and amounts added to policy reserves, 

Under this suggested method, life insurance companies would be entitled to 
net operating loss carryovers. T'o assure the best possible long-range measure 
ment of life insurance company earnings and to preclude taxing annual amounts 
which are not true net earnings because of uneven experience, a longer loss 
carryback provision should be provided for life insurance companies than for 
other corporations, ranging up to 10 or 20 years. 

Consideration may also need to be given to some kind of special allowance 
or relief feature for small and new companies. Such a provision might be 
designed to recognize the special problems of the growing company. For exan- 
ple, a deduction might be allowed of 50 percent, or some other fraction, of 
amounts up to some specified amount retained by a company as contingency 
reserves for the protection of policyholders. 

Provision should be made for a gradual transition to the new method over a 
3 to 5-year period. During this transition, the tax would be computed as a 
weighted average of the tax under the new method and the tax under the 
present stopgap method, with gradually increasing weight to the new method. 

The taxation of life insurance companies inevitably raises the question of 
its possible impact on policyholder savings, benefits and insurance costs. The 
tax base discussed above would exclude all amounts paid to, or set aside ir- 
revocably for the benefit of any policyholder or group of policyholders. It 
would exempt additions to policy reserves including interest thereon; all cash 
insurance benefits made available to policyholders or their beneficiaries; and all 
policy dividends or similar rebates paid or refunded to policyholders. 

In our studies and discussions with the consultants made available by the 
life insurance industry, we have given attention to possible adjustments in 
policy reserves and related items for tax purposes. The objective of such ad- 
justments would be to take account of, or in some cases to neutralize, the ef- 
fect of different methods of reserve valuation, varying reserve interest assump- 


tions, past and future reserve strengthening operations, and certain other 
factors. 
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We believe that there is substantial merit in an adjustment for companies 

ith reserves based on a preliminary term method of valuation. Such an ad- 
gstment would compensate for the fact that in the case of a company using 
q preliminary term method the addition to reserves on new business in the 
frst policy year is substantially smaller than for a company which uses the net 
evel premium valuation method. 

Another adjustment which appears to deserve favorable consideration is 
me Which would take account of deficiency reserves in existence on the ef- 
fetive date of the suggested plan. These particular reserves May be con- 
ddered equivalent to an allocation of previously accumulated surplus, and 
ip this light their recovery back into surplus would not constitute current earn- 

which should be subject to tax. 

At this time we have no recommendations for or against other specific reserve 
adjustments, We recognize, however, that other possible refinements and modifi- 
aations, including contingency reserves, adjustments for reserve strengthening, 
and special allowances for some segment of surplus, merit further review in the 
light of the expert views and comments of members of the life insurance industry 
which will be made available in the course of your future deliberations. How- 
ever, every departure from the allowance for policy reserves used in determining 
the net gain from operations reported in the annual statement to the State 
insurance departments would represent a complication which could be justified 
only by persuasive equity and technical considerations. 

The Treasury is fully aware that problems exist with respect to the plan just 
discussed. It will, of course, increase the tax paid by some companies, just as it 
will relieve others, resulting in shifts in burden as compared with the present 
stopgap method, This is inevitable in a change from a tax based on an indus- 
trywide formula to a tax based on the income of individual companies. Another 
problem is that the suggested method may result in a changed approach to policy 
reserves in order to reduce or eliminate tax. 

We do not minimize the difficulties which your committee may encounter in its 
evaluation of the plan. Accordingly, you may wish to consider an alternative 
more in line with the present method of taxation of life insurance companies 
which will, nevertheless, make tangible improvements. 

In this event, we suggest that you consider modification of the present law 
which will increase the portion of investment income subject to tax to accord 
more closely with the prevailing margin of investment income above required 
interest for policyholders, which margin is now about 30 percent for the industry 
as a whole. Such a revised formula should not only bring the deduction for 
interest needs into closer line with the current situation, but should also be 
responsive to future changes in industry conditions from year to year. Consid- 
eration should be given to a further refinement of the present type of special 
interest deduction for companies with substantially less than the average 
margin of investment income. 

A second modification of the present formula which the committee might con- 
sider is one which would assure a more reasonable tax on those companies with 
relatively small amounts of investment income and substantial earnings from 
insurance or underwriting sources, now entirely exempt from taxation. It is 
suggested that this might be made effective by means of a minimum tax provi- 
sion, which would require that the tax should not be less than the liability com- 
puted at regular corporate tax rates on a specified proportion of the net gain 
from operations after policy dividends. 

Whatever tax formula is applied to the ordinary income of life insurance 
companies, their capital gains and losses should no longer be disregarded for 
tax purposes. 

A fair and more lasting method of taxing life insurance companies to replace 
the series of temporary formulas will fulfill a long-standing need in our tax 
structure. 

Sincerely yours, 
Ropert B. ANDERSON, 
Secretary of the Treasury. 


Senator Kerr. I believe that is all, Mr. Chairman. 
The Cuarrman. Are there any questions? 


(No response. ) 
The Cuatrman. Thank you, Mr. Savage. 
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The next witness is Mr. A. M. Walker of the National Insurang 
Association. 
Mr. Waxxker. Thank you, Mr. Chairman. 


STATEMENT OF A. MACEO WALKER, APPEARING FOR THE wa. 
TIONAL INSURANCE ASSOCIATION; ACCOMPANIED BY Wy 
BENNETT AND JESSE HILL, JR., 


The CuarrMan. You may proceed. 

Mr, Watker. First, I would like to thank The First Pyramid fo 
relinquishing their time to us. 

My name is A. Maceo Walker. Iam president of the Universal Lif. 
Insurance Co., our home office is in Memphis, Tenn. My appearance 
here is in behalf of the National Insurance Association. I have with 
me the actuaries of two of our member companies, Mr. N. H. Bennett, 
who is also a vice president of our association, and Mr. Jesse Hill, Jr, 

This statement 1s pursuant to a resolution unanimously adopted by 
the executive committee of our association. } 

The National Insurance Association has a membership of 53 com- 

anies; 7 of our member companies have their home offices in the 
State of Alabama; 1 domiciled in the State of California: 1 in the 
State of Colorado; 1 in the District of Columbia; 2 in the State of 
Florida; 3 in the State of Georgia; 4 in the State of Illinois; 1 in the 
State of Kansas; 2 in the State of Kentucky; 12 in the State of Lov- 
isiana; 4 in the State of Michigan; 1 in the State of Mississippi; 1 in 
the State of Maryland; 2 in the State of North Carolina: 1 in the 
State of New York; 2 in the State of Ohio; 2 in the State of Pennsyl- 
vania; 3 in the State of Tennessee; and 3 in the State of Virginia. 
The number of policy owners and insureds of our companies total 
approximately 4 million. 

e are grateful for the opportunity of presenting our point of view 
before a subcommittee of the senior counterpart of what we consider 
to be the most important body of men in the world, the Congress of 
the United States of America. 

During our deliberate study of the Life Insurance Company Income 
Tax Act of 1959, H.R. 4245, we note the efforts of the authors of the 
bill to recognize and reconcile the differences and inequities between 
companies that arise in any tax basis that attempts to tax the total 
earnings of a life insurance company. We contend that the efforts to 

uate the differences and unfairness of the proposed law are incom- 
plete. We could cite several points where due provisions and allow- 
ances are not made, but we think they would tend to further add to 
the unfitness of any effort to abruptly tax total earnings of life insur- 
ance companies, which places sharp immediate burdens on smaller 
institutions of the industry. 

We register our thinking on this matter directly behind the follow- 
ing resolution unanimously adopted by the executive committee of 
our association : 

Resolution adopted on November 14, 1958, at a meeting of the executive com- 
mittee of the National Insurance Association : 

“Whereas the present basis of taxation for life insurance companies in the 


United States by the Federal Government recognizes the fact that premiums 
received by life insurance companies are not income in the same sense as the 
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income of a regular commercial corporation but rather are deposits creating a 
liability ; and 

‘Whereas the real income of a life insurance company is its investment in- 
come, a large part of which is required to enable the company to meet liabili- 
es; and 

eirberens the total income approach for taxing life insurance companies 
which was in use prior to 1921, because it did not recognize the fundamental 
pature of the life insurance business, provided to be very unsatisfactory and 
jed to wide fluctuations in the amounts of taxes collected from year to year: 


be it 
“Resolved, That this association hereby makes known its support of the net 
investment income approach to the Federal income tax problem; and be it 


Taaecieed. That it be brought to the attention of the proper congressional 
committees the attitude of this association.” 

The undersigned, duly elected secretary of the National Insurance Associa- 
tion, does hereby certify that the foregoing is a true and correct copy of a 
resolution unanimously adopted on November 14, 1958, at a meeting of the 
executive committee of the association held in Chicago, Il. 

W. A. CLEMENT. 

The member companies of our association are small and all are 
owned and operated by Negroes. As small as we may be, our efforts 
in the life insurance industry represent the greatest contribution our 
minority is making to the economy of this country in the area of 
business management and ownership. 

In order to continue to exist and compete in the industry, our mem- 
ber companies are faced with the problem of planning to reduce unit 
costs by mergers, expansion, and overhauling operational systems. 

We are greatly concerned and discouraged by the proposed law 
that asks the industry for an overall increase of 70 to 75 percent in 
taxes, but calls upon members of our association as well as other 
small companies in the industry to pay very sharp increases of 200, 
300, and as high as 500 percent in some instances. 

We wish to conctell our statement by directing attention to a 
perennial problem that confronts our country and Government, the 
task of providing decent housing for all our citizens. It is in this 
area that we are especially proud of our contribution. We find that 
as a result of our successful mortgage activity in many communities 
throughout the country demonstrating to builders the availability 
of a sizable market of good credit Tas among Negro citizens, that 
banks and insurance companies, routinely make home loans to these 
citizens. 

We are afraid that this progress will be seriously injured if this 
bill, H.R. 4245, is passed into law. 

We have attached herewith a list of the member companies of our 
association. 

The Cuarrman. Thank you, Mr. Walker. The list attached will 
be inserted in the record. 

(The list referred to is as follows :) 


MemBrer COMPANIES 


Afro-American Life Insurance Co., Jacksonville, Fla. 
American Woodmen, The Supreme Camp, Denver, Colo. 
Atlanta Life Insurance Co., Atlanta, Ga. 

Beneficial Life Insurance Society, Detroit, Mich. 
Benevolent Life Insurance Co., Inc., Shreveport, La. 
Booker T. Washington Insurance Co., Birmingham, Ala. 
Bradford’s Industrial Insurance Co., Birmingham, Ala. 
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Central Life Insurance Co. of Florida, Tampa, Fla. 

Chicago Metropolitan Mutual Assurance Co., Chicago, ILL 
Christian Benevolent Burial Association, Inc., Mobile, Ala. 
Crusader Life Insurance Co., Kansas City, Kans. 

Detroit Metropolitan Mutual Assurance Co., Detroit, Mich. 
Domestic Life Insurance Co., Louisville, Ky. 

Douglass Life Insurance Co., New Orleans, La. 

Federal Life Insurance Co., Washington, D.C. 

Fireside Mutual Insurance Co., Columbus, Ohio. 

Gertrude Geddes Willis Life Insurance Co., New Orleans, La. 
Golden Circle Life Insurance Co., Brownsville, Tenn. 

Golden State Mutual Life Insurance Co., Los Angeles, Calif. 
Good Citizens Life Insurance Co., New Orleans, La. 

Great Lakes Mutual Life Insurance Co., Detroit, Mich. 
Guaranty Life Insurance Co., Savananh, Ga. 

Keystone Life Insurance Co., New Orleans, La. 

Lincoln Industrial Insurance Co., Birmingham, Ala. 
Louisiana Life Insurance Co., New Orleans, La. 

Mammoth Life & Accident Insurance Co., Louisville, Ky. 
National Service Industrial Life Insurance Co., New Orleans, La. 
North Carolina Mutual Life Insurance Co., Durham, N.C. 
Peoples’ Insurance Co., Inc., Mobile, Ala. 

Peoples’ Life Insurance Co. of Louisiana, New Orleans, La. 
Pilgrim Health & Life Insurance Co., Augusta, Ga. 

Pilot Mutual Insurance Society, Inc., Cleveland, Ohio. 
Progressive Industrial Insurance Co., New Orleans, La. 
Protective Industrial Insurance Co, of Alabama, Birmingham, Ala. 
Provident Home Industrial Mutual Life Insurance Co., Philadelphia, Pa. 
Pyramid Life & Accident Insurance Co., New Orleans, La. 
Richmond Beneficial Insurance Co., Richmond, Va. 

Security Life Insurance Co., Jackson, Miss. 

Southern Aid Life Insurance Co., Inc., Richmond, Va. 
Southern Life Insurance Co., Baltimore, Md. 

Standard Life Insurance Co. of Louisiana, New Orleans, La. 
Supreme Industrial Life Insurance Co., New Orleans, La. 
Supreme Liberty Life Insurance Co., Chicago, Il. 

Union Mutual Life, Health & Accident Insurance Co., Philadelphia, Pa. 
Union Protective Assurance Co., Memphis, Tenn. 

Union Mutual Life Insuranee Co., New York, N.Y. 

Unity Burial & Life Insurance Co., Mobile. Ala. 

Unity Mutual Life Insurance Co., Chicago, I}. 

Universal Life Insurance Co., Memphis, Tenn. 

Victory Mutual Life Insurance Co., Richmond, Va. 

Winston Mutual Life Insurance Co., Winston-Salem, N.C. 
Wright Mutual Insurance Co., Detroit, Mich. 


The CHatmrRMaAN. Senator Kerr. 

Senator Kerr. No questions. 

The CHarrman. Are there any other questions? Senator Frear! 

Senator Frear. No questions. 

The Cuarrman. Senator Carlson? Senator Talmadge? 

Senator Burier. Mr. Chairman, if we have finished with this 
witness, I would like permission to insert in the record a statement 
that I prepared in connection with tax-exempt interest under the 
bill H.R. 4245. 

(The statement of Senator Butler follows :) 


During the hearings on H.R. 4245 on March 3, Mr. David A. Lindsay, 
assistant to the Secretary of the Treasury, explained to the committee the 
Treasury Department’s position relating to the treatment of tax-exempt interest 
under provisions of the bill. 

In response to specific questions I posed, Mr. Lindsay testified (and I quote), 
“We (the Treasury) exclude tax-exempt interest in both phases of the Dill, 
but we do make an adjustment to the deduction to avoid a double benefit or 
double deduction.” In other words, Mr. Lindsay suggested that companies 
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receiving an exemption for “tax free’ interest should not receive the full 
upeserve deduction.” As the percentage of “tax free” interest increases, this 
other deduction normally permitted taxpayers in full, would be reduced. 

On the basis of this reply, I asked Mr. Lindsay whether certain decisions 
of the Supreme Court cast doubt on the constitutionality of those provisions 
of H.R. 4245 as recommended by the Treasury which, in effect, partially tax 
interest from tax-exempt securities. 

In response to this question, Mr. Lindsay testified as follows: “I feel that 
we should determine with the best advice we can, as to whether or not we 
today think such a provision is unconstitutional and if we believe it is not, and 
if we believe the provision is right we ought to include it in the bill.” (Empha- 
sis added. ) ; 

I wish to indicate, by an appropriate example, the inequitable manner in 
which tax-exempt income is treated under provisions of H.R. 4245, then to 
call the committee’s attention to the specific Supreme Court decisions to which 
I referred in the testimony of March 3. 

First, as an example of the treatment of tax-exempt income under pro- 
visions of H.R. 4245, we take two companies, A and B, identical in all respects 
except that company A has an additional increment of income from tax-exempt 
securities in the amount of $50,000. Note that under both phase 1 and phase 2 
this additional tax-exempt income has the direct effect of increasing the tax 
base of company A. 


























Phase I 

se aetna — ay aioe 

} Company A | Company B 

ee —_— —__-—_—_——_—_—-—- —-_—_———_ | —_- —- —— -~-+-- -—-— -——_ -—— 

| 

Investment income... .--.. iictbeccodhheuenblesn J ‘ party $1, 000, 000 $950, 000 
eS a ee ee ore schrudidadoseenroeutdeobiden SOG) 3.6. DiwWeat 
\—— ; ; —— 

ee aed eae dae ieee me ania eo ae 950, 000 950, 000 
Bstetheenictaneen = ep eehetinecticiedh 

Deduction for investment yield on adjusted life insurance reserves......___.. | 700, 000 700, 000 
Less reduction to avoid double deduction.............--.-.....-.-------.----| $B, O08. bc iccettetbenne 
SII on cic db ee cdacochidadtebuuandrwiddaccanséeutinns nabbed 665, 000 700, 000 
EEL LLL LEE CR eaterwial enidioks 950, 000 950, 000 
no... [is ened cane oaltinicanee nena eprenl 665, 000 700, 000 
Net taxable investment income.........5......-<<<c0s--c0----- ane see } 285, 000 250, 000 

Phase II 

Company A | Company B 

Net gain from operations after dividends to policyowners noe ‘ahaeet Cane $2, 000, 000 
Deduct tax-exempt income... _............-..... Kb dé datlcndbhib abcde 50, 000 pt iJcnde 
Remainder ; - ented --| 2, 000, 000 | 2, 000, 000 

Add back to prevent double deduction maipriliniinaitidie sedeuiede - 35, 000 x 
Taxable net gain from operations........_- ol ‘ antec 2, 035, 000 2, 000, 000 
Deduct net taxable investment income it : = ; 285, 000 250, 000 
——— ° > =— — 

ee ee acl iaisan ss ios be dikes Ago acengs had aid cp eae ies sof 1, 750, 000 1, 750, 000 
Take half of excess... ee Bead sae pie ete 875, 000 875, 000 
Add taxable investment income.._........._._.- J | 285, 000 250, 000 
ere anes Sin ckenieteeies tt e | 1, 160, 000 1, 125, 000 


a aT eT Cora Fi Le | 


The Supreme Court on at least two occasions has specifically passed on the 
constitutionality of life insurance company taxing formulas as they relate to 
fax exempt interest. In National Life Insurance Company v. United States 
(277 U.S. 508), the facts as stated in this opinion are as follows: 

“In 1921, departing from previous plans, Congress laid a tax on life insurance 
companies based upon the sum of all interests and dividends and rents received, 
less certain specified deductions—(1) interest derived from tax exempt securi- 
ties, if any; (2) a sum equal to 4 percent of the company’s legal reserve dimin- 
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ished by the amount of the interest described in paragraph (1): (3) oth 
miscellaneous items—seven—not presently important. - 

“Petitioner maintains that, acting under this plan, the collector illegally 
required it to pay taxes, for the year 1921, on Federal, State and municipal 
bonds; and it seeks to recover the amount so exacted. The Court of Claims 
= —— for the United States.” 

r. Justice McReynolds, in delivering the majority opinion 
atatea ; y op of the Court, 

“The portion of petitioner’s income from the three specified sources which 
Congress has power to tax—is taxable income—was the sum of these items less 
the interest derived from tax exempt securities. Because of the receipt of 
interest from such securities, and to its full extent, pursuing the plan of the 
statute, the collector diminished the 4 percent deduction allowable to thoge 
holding no such securities. Thus, he required petitioner to pay more upon its 
tarable income than could have been demanded had this been derived solely from 
tawable securities. If permitted, this would destroy the guaranteed exvemption. 
One may not be subjected to greater burdens upon his tarable property solely 
because he owns some that is free. No device or form of words can deprive him 
of the exemption for which he has lawfully contracted.” [Emphasis added.] 

Note specifically that as in the National Life Insurance Company case the 
Treasury Department advocates that a so-called deduction allowed to a genera] 
class of taxpayers be diminished solely because of the receipt of interest from 
tax exempt securities. 

In Missouri v. Gehner (231 U.S. 313 (1930)), the Supreme Court construed a 
Missouri statute relating to the taxation of life insurance companies. The 
Missouri Supreme Court had upheld a statute which required that the legal 
reserve deduction afforded insurance companies under the statute must be 
reduced by the proportion of the value of U.S. tax exempt bonds the company 
might hold as compared to the total assets of the company. 

In reversing the Missouri Court, the Supreme Court held: 

“The section discloses a purpose as a general rule to omit from taxation 
sufficient assets of the insurance companies to cover their legal reserve and 
unpaid policy claims. It would be competent for the State to permit a less 
reduction or none at all. But where as in this case the ownership of United 
States bonds is made the basis of denying the full exemption which is accorded 
to those who own no such bonds this amounts to an infringement of the guaran- 
teed freedom from taxation. It is clear that the value of appellant’s Government 
bonds was not disregarded in making up the estimate of taxable net values. 
This is in violation of the established rule.” 

Mr. Chairman, I cannot conclude this statement without pointing out what I 
consider to be dangerous thinking upon the part of the Treasury. The ques- 
tion involved is basic. It goes to the heart of the Federal-State relationship 
under the Constitution. I regret that the Treasury has asked us in effect to 
ignore the two Supreme Court decisions above cited in the apparent hope that 
a so-called more progressive court may reverse them. 


(See also p. 700.) 
The Cuarrman. Senator Hartke, do you have any questions? 
Thank you. 
Is Mr. McCreless in the audience ? 
Mr. McCreless, I understand you are scheduled to testify on Thurs- 
day but would like to make your statement today if time permits. 
Mr. MoCrexess. I would be very happy to make it today. 
The Cuarrman. We shall be pleased to accommodate you. 
This is Mr. S. E. McCreless, of the American Hospital & Life In- 
surance Co. of San Antonio, Tex. 
Senator Kerr. Where? 
Mr. McCretess. San Antonio. 
Senator Kerr. What State is that? 
{ Laughter. | 
Mr. McCretess. Senator Kerr, that is very close to your State, sit. 
. Senator Kerr. I understand it is the second largest State in the 
Jnion. 
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other Mr. McCretess. It is, sir. Senator, it is the largest State in the 
| Qnion without a glacier in it. ' re 
gally | Senator Kerr. It is the largest tributary in Oklahoma, I mean, it is 


cipal | 46 ]largest boundary of Oklahoma. 
Mr. McCretess. That is right, sir. _ 
ourt, The CuHarRMAN. You may proceed, sir. 


vhich gf ATEMENT OF S. E. McCRELESS, PRESIDENT, AMERICAN HOSPITAL 
at of & LIFE INSURANCE CO. OF SAN ANTONIO, TEX.; ACCOMPANIED 
oe BY GENE P. ARCHER, VICE PRESIDENT AND ACTUARY 

>in Mr. McCretess. Mr. Chairman and members of the committee, 
tion. my name is S. E. McCreless, president of the American Hospital 
olely Life Insurance Co. of San Antonio, Tex. With me is Mr. Gene P. 
| Archer, vice president and actuary of our company, and I hope you 
the | willallow him to help me in answering any questions. 

eral The American Hospital & Life Insurance Co. is a stock company, 
from issuing nonparticipating ordinary and the usual forms of group life 
ed a and group accident and health insu rance and individual accident and 
The health and hospital insurance. We are in our 24th year of business, 
legal «= and as of December 31, 1958, we had insurance in force amounting to 
t be $155 million, with assets amounting to $12 million. We would be 
classified, Mr. Chairman, as a small life insurance company. 

I have examined very carefully the proposed legislation for taxing 
tion —jife insurance companies on which you are holding this hearing today. 
less «= Lave examined it from the standpoint of my own company and from 
itea the standpoint of my knowledge of life insurance companies in gen- 
rded eral, a knowledge which I have gained from a life time devoted to 
ran- the insurance business. 
= If we are to abandon the a of investment income as our tax 

‘| basis, as it appears we must, then I am in accord with the philosophy 
atI | of taxing insurance companies as is reflected in the proposed 
ues- | Iegislation. 
ve owever, there is one point which I would like to bring to the atten- 
that | tion of the committee which is of very considerable importance to 

virtually all of the small life insurance companies in this country. The 
point which I have in mind is that the loss carryover provisions which 
appear in the proposed legislation be written so that the losses of the 
3 years prior to 1958 can be brought forward as an offset against pos- 
sible income in 1958 and later years. 
r3- The reason I make this request stems from the peculiar history of 
smal] life insurance companies. This history shows that their earnings 
can fluctuate quite widely from year to year, and that national dis- 
asters, such as the flu epidemic of recent years, tend to hit them harder 
In- than larger companies whose insurance writing base is much broader 
than ours. In the case of my own company, and in the case of the bulk 
of the small life insurance companies in this country, substantial 
losses were suffered in one or more of the years 1955 through 1957. 
My request that the new tax law permit the losses of these 3 years to 
| be brought forward as an offset against possible profits in 1958 and 
ir, | later years fits quite naturally and normally into the proposed tax 
the legislation which has already embraced the principle of loss carryovers 
and loss carrybacks. I am simply asking that the leveling out period 
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provided by the principle of loss carryovers and carrybacks include 
the bringing forward of losses from these three recent years. 

This request which I have made is simply a reflection of the prinei- 
ple of leveling out corporate earnings, which principle has been jn 
our tax law for ordinary corporations for many, many years. Yoy 
are all familiar with the proposition that the purpose of loss carry- 
overs and loss carrybacks is to give a corporation an 8-year period 
during which all its losses and all its profits shall be taken into con. 
sideration. All I am asking now is that the leveling out period em- 
brace the 3 years prior to 1958, not for the purpose of carrying losses 
back to these years and getting a tax refund, but only for the purpose 
of bringing these losses forward to 1958 and later years. 

There is, of course, no assurance that the right to bring the losses 
of these 3 years forward will actually mean that companies which have 
suffered as I have indicated can make use of the losses. However, it 
does mean that they will have a fair chance of making use of these 
losses and it is that fair chance that I ask this committee to adopt asa 
provision of the proposed legislation. 

It is my understanding that the proposal which I am now making 
can be put into the law simply by changing the date referred to in sec- 
tion 812(b) (1) from December 31, 1957 to December 31, 1954 

I do not feel that the amendment which I have requested of this 
committee needs much elaboration. It is a simple request and the 
reason for it is obvious. As I have pointed out, the requested amend- 
ment is basically nothing more than an extension to insurance com- 
panies of the general illo of leveling earnings, a privilege 
which has always been enjoyed by ordinary corporations. Insurance 
companies are ready to do their part in carrying the tax burden but 
we do feel that we should be given this same leveling treatment which 
the Congress in its wisdom has heretofore accorded to all other cor- 
porations. 

In closing I would like to state that all I am really asking is that 
the principle of leveling should encompass the 3 past years, to the end 
that Congress will not ask any insurance company to come up to the 
beginning of this brandnew scheme of taxation at a disadvantage. 
I am not asking for an advantage for small companies, I am simply 
asking that we be permitted to come up even with the board. The 
losses which we have suffered in the past 3 years we had expected 
to recover before new methods of taxing were adopted. Therefore, 
in all fairness I believe we should be permitted at least to bring these 
losses forward in the hope that we may have sufficient profits in future 
years to recover the losses we have suffered before these new taxes 
are collected from us. 

That is our statement, Mr. Chairman. 

Senator Kerr (presiding). Thank you, Mr. McCreless. 

Are there any questions? 

(No response. ) 

Senator Kerr. Thank you. 

We are honored by the presence of Representative Hastings Keith. 
I see by the badge on his coat that they have done to him what they 
have done to me, put an “OQ’” before his name, and I doubt that—— 

Mr. Kerru. I come from Boston. 

Senator Kerr. A Keith by any other name wouldn’t be any more 
Trish, but then it wouldn’t hurt you. 
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I believe the distinguished Senator from Delaware has a remark 
tomake, Congressman. Sit right down. 

Senator Frear. Thank you, Mr. Chairman. 

It is a pleasure, I think, for a member of the committee to have the 
opportunity at times to personally introduce and present a witness 
not only to the committee, but also to those who have gathered to hear 
the testimony. 

I have known the father of this witness for a number of years. I 
know many good and fine things about him. He bears well the repu- 
tation that he has in New England, and it has spread farther than 
New England. 

I think all that I have ever heard about him, all that I have ever 
seen of him, is of the finest and of the best. 

I might add just one thing, however. He is a member of the Repub- 
lican Party. fLaugnier 

We can identify that very well, Congressman Keith, by your 
“O’Keith” today, and the trunk that you display with the green 
ribbons. We have attempted, you know, thus far here, to try to 
differentiate between the good and the bad, but we never do it too 
obviously. 

Senator Wiuti1aMs. Let the record show that the Senator from Okla- 
homa has already identified his badge as being the same. [Laughter.] 

Senator Kerr. Congressman, the Senator had said something about 
you which would be terrible if it weren't true. [Laughter.] 

Mr. Keirn. I was going to send my father the remarks that Senator 
Frear made, but in view of the amendment by his colleague to your left, 
I perhaps had better look more carefully at them than would otherwise 
have been the case. 

Senator Kerr. I must say to you that it wouldn’t be without prece- 
dence for a witness to correct his testimony before it is finalized. 
[Laughter. | 


STATEMENT OF HON. HASTINGS KEITH, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF MASSACHUSETTS 


Mr, Kerrn. This is a very, very unique position in which I find 
myself. I have yet to appear before a committee of the House. 

Senator Frear. You are starting pretty well. 

Mr. Kerrn. I have been very faithful in my attendance at the com- 
mittee hearings on Interstate and Foreign Commerce, of which I am 
anew member, and I have been as faithful as time would permit in 
attendance at the sessions. But I have been, because of a longing for 
a business which I have left behind me, very much concerned with the 
matter which your committee is considering today; namely, the wel- 
fare of the life insurance industry. 

I carried a rate book for a mutual company, with always a stock com- 
pany rate book in the other pocket in case I needed it, for 20 years, 
and life insurance is not an easy product to sell. It is one that the 
public needs, perhaps, more than they realize, and oftentimes, perhaps, 
more than the Congress realizes. 

So I am sorry to see this difference of opinion between stock and 
mutual companies, and the absence in some cases of an institutional 
point of view. 


37532—59——_84 
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It seems to me at times they forget the policyholder and the buyin 
public, and so today I am here as a Congressman concerned about the 
trend within this industry. This trend is aided and abetted by our 
administration’s policy of encouraging substantial taxes which must 
sooner or later be paid for by the policyholder. Taxes will make the 
product much more expensive and therefore much less attractive. It 
will thereby cause us to turn to more social security. And social ge- 
curity, having to be paid for by taxes, must be added to the cost of the 
product and passed on to the consumer and will further add to the 
inflationary tendency in our economy today. 

So it is this concern, as a new Congressman, that provokes my coming 
here today. 

I have prepared for you some copies of my remarks. I am afraid 
because of the informal nature of the introduction that I got away 
from the prepared script, and I, however, would like to read it, not so 
much for the benefit of the committee, perhaps, but for the benefit of 
my colleagues to the rear. 

I might say by way of prefacing it, to invite their attention to my 
remarks, that I am a Chartered Life Underwriter, which is to the life 
insurance fraternity what the CPA is to the accountant, and we have 
as our goal in our relationships with the insurance buying public the 
effort to see things through the buyer’s eye. 

Mr. Chairman and members of the committee, I am grateful for this 
opportunity to be heard. I appear as the newly elected representative 
of Massachusetts’ Ninth Congressional District, and as one who in 
private life has spent 20 years in the life insurance industry. It is my 
hope that from my experience in the field I may be able to contribute 
something toward the solution of the problem before your committee 
today—the taxation of life insurance companies. 

I recognize that we have already determined by policy and by law 
that life insurance companies should be taxed, and I believe that the 
House Ways and Means Committee has done a good job in studying 
the problem, which is admittedly a complicated one. It seems to me, 
however, that in dealing with the problem we must not ignore the 
long-range effects of the Lstiiation you have before you. 

1e first of these effects is that the increased tax burden will inevi- 
tably be passed on to the policyholder in a more expensive life insur- 
ance contract. This, you may say, is too bad, but it has happened in 
many other industries to many other products. And why should life 
insurance be different ? 

The answer is that here you have an industry whose product is of a 
sort which encourages an individual to solve his own problems so that 
he is less of a burden to the Federal Government. Here you are deal- 
ing with the desire and the ability of the average American to take 
care of his wife and children in the event of his death, and of himself 
in his old age. It seems to me that, far from being penalized in his 
attempt, he should be encouraged. 

But it isnot the policyholder that we need worry so much about— 
it is the prospective policyholder—the man who is looking for security 
and trying to plan intelligently for his own future. If we make life 
insurance more expensive for him and therefore less attractive, he 
will inevitably turn more and more to the Federal Government for his 
needs. He will demand further expansion of the social security 
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| 


ng | gvstem—and that will mean greater and greater taxes, and a conse- 
the ment spur to inflation. And aside from the purely economic aspects of 
var the situation, our average American will become more and more 
ust oriented toward Government paternalism, and will expect the Govern- 
the ment in many other fields to do his planning and providing for him. 
It Now the insurance companies may feel, and the House Committee 
ae was led to believe by Mr. Scribner from the Treasury, that they have 
the done a good job in furnishing protection to the public. In my opinion, 
the they have not. I believe that the fact that they had not done a better 
job was partly responsible for the institution of the social security 
ing system, and for its further expansion since it was initiated. I am not 
, here as an apologist for the industry. _ 
aid I went into the business back in 1938, when I graduated from college, 
vay during the depths of the depression. At that time, 5.7 percent of the 
i $0 disposable income of the average family went to purchase life insur- 
of ance. Almost 20 years later, in 1957, the percentage had dropped to 
3.9 percent, in spite of the further industrialization of our society in 
ie those 20 years and our increased reliance upon a monetary economy 
ife 


rather than an agricultural one. The average life insurance policy 1s 


ave still for only $3,400. Therefore, I do not agree with those who would 
the have us believe that the insurance companies have done the best job 
; they could. 
his It seems to me that the Treasury Department has conceived of the 
ive companies as custodians of their policyholders’ savings, and that the 
m companies themselves have agreed with that understanding of their 
my role. I believe that is a mistaken view. I think that the companies 
ute have a larger and more important duty, that their really important 
tee job is to convince the people that they should save through life insur- 
ance, that they should plan for their own future and try to take care 
law of themselves. The companies have a large responsibility to inspire 
the thrift and foresight, to sell the public on self-protection, to boost the 
Ing idea of do-it-yourself security. 
me, I might interpose here that we have seen a great growth in small 
the life insurance companies throughout the country in areas where the 
larger ones haven’t been able or haven’t chosen to go, and these small 
vie companies have done exceedingly well, because of the failure of the 
in larger ones to fill those gaps. And I remember it was the goal of the 
in 


Equitable, which was the company with which I was most intimately 
life associated, that in every phone book throughout the country there 
should be an Equitable agent listed as such. Those days were never 
realized, and there is an opportunity, and we have seen it filled by 
these small companies coming in and offering competition to the 
al larger ones. 

Whether or not the industry has correctly recognized its role and 
fulfilled it, the public interest will not be served by burdening it with 
excessive taxes—taxes that will, in effect, raise the cost of insurance 
to the public and will thwart the effectiveness of the industry in the 
— future. 

Another effect which we should consider is the long-range inflation- 
life ary one. The increased social-security program that would result 
he from the stagnation of the life-insurance industry would contribute 
directly to inflation because of the method of financing social security. 











524 TAX FORMULA FOR LIFE INSURANCE COMPANIES 


And a third practical effect of an undue tax burden on the companies 
is the loss of capital that would result. We must not forget that the 
investments of the life insurance companies provide capital for the 
long-range growth and development of this country. 

And I might say in that respect while I was chairman of the com- 
mittee on mercantile affairs in the Massachusetts Senate we had a pro- 
posal that would have pe of the Backbay yards for a very rea- 
sonable sum to a very wealthy promoter who wanted to establish there 
a great commercial and residential center. He asked tax concessions, 
It was determined to be unconstitutional. He couldn’t build there, 
and so it was sold to Prudential, and the Prudential has started even 
this week construction of a gigantic project which will perhaps save 
Boston’s future. It will provide $50 million of taxable property as 
contrasted with the Government aid that was asked through tax sub- 
sidies to the earlier promoter. 

So the institution of life insurance, as I am sure you gentlemen 
realize, does provide the capital that is needed for the long-range 
growth and development in this country, capital which is needed in 
ever-increasing amounts and for longer periods of time. The insur- 
ance companies buy the Government’s bonds. They furnish the prime 
source of capital for the homeowner and for urban development, 
They finance railroads and airlines, hotels and industrial establish- 
lishments for the entire economy. The whole country benefits from 
this source of capital, without which the economy would be forced to 
further rely on Government subsidy and support. 

The insurance industry is just in its infancy, and it has much to 
contribute to our economic growth. We have an opportunity to 
encourage its development or to impede and weaken it. I hope that 
we will recognize the issue, and I urge you to consider sympathetically 
the amendments proposed to your committee on behalf of the com- 
panies, whose future growth is so intimately related to the health of 
our economy and our institutions. 

Thank you very much. 

Senator Kerr. Thank you, Congressman “O’Keith.” 

Are there any questions ? 

(No response. ) 

Senator Kerr. There being none, we will recess until 10 o’clock in 
the morning. 

Mr. Kerrn. Thank you. 

(By direction of the chairman, the following is made a part of the 
record :) 

AMERICAN LIFE CONVENTION, 
Chicago, Ill. 
LIFE INSURANCE ASSOCIATION OF AMERICA, 
New York, N.Y., March 18, 1959. 
Re H.R. 4245. 


Hon. Harry FLoop Byrp, 
U.S. Senate, Washington, D.C. 


Dear SENATOR Byrrp: We are attaching to this letter a number of what might 
be called suggested technical amendments to the above bill. 

As you will see, some of these suggested amendments are purely formal. 
Others are substantive in nature, but involve points which we believe may have 
been overlooked to date. Still others concern points which probably have been 
considered at some stage in the development of this bill, but which we think 
clearly warrant reconsideration. With one or two exceptions, we doubt that 
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these points will be mentioned in the testimony to be presented to your com- 
mittee, since the witnesses will be preoccupied with more basic issues. Never- 
theless, these are significant points which we believe merit consideration by the 
committee. 

We are therefore taking this means of bringing these matters to the com- 
mittee’s attention, and we respectfully request that this letter and the attach- 
ment be incorporated in the printed hearing record. 

Sincerely yours, 
AMERICAN LIFE CONVENTION, 
CLARIS ADAMS, 
Eavecutive Vice President and General Counsel. 
LIFE INSURANCE ASSOCIATION OF AMERICA, 
EUGENE M. THoRE, 
Vice President and General Counsel. 


(See also pp. 124, 524, and 624.) 


SuGGEsSTepD TECHNICAL AMENDMENTS TO H.R. 4245 


1. Suggested amendment.—Page 4, strike out lines 10-18 and insert: “(4) De- 
yiciency Reserves Exc_upep.—The term ‘life insurance reserves’ does not include 
deficiency reserves. For purposes of this paragraph and subsection (c), the 


‘deficiency reserve’ on any policy or contract is that amount, if any, by which— 
“(A) the present value of the future net premiums for the policy or 
eontract, exceeds 
“(B) the present value of the future actual premiums and considerations 
charged for such policy or contract.” 

Reason.—The definition of “deficiency reseryes” now in the bill is incorrect 
in defining deficiency reserves in terms of aggregate premiums on life insurance 
and annuity contracts. The House report describes deficiency reserves some- 
what more accurately. The suggested language would make the bill text con- 
sistent with the House report and correctly defines “deficiency reserves” in terms 
of the aggregate of reserves on individual contracts, 

2. Suggested amendment.—Page 10, strike lines 12 and 13, and insert: “occu- 
pied in whole or in part by a life insurance company for insurance purposes 
other than investment activities shall be limited to an”. 

Reason.—The bill should make it clear beyond any doubt that a company is 
entitled to deduct depreciation, and real estate taxes and expenses, on company- 
owned space occupied by its investment department. This is of course money 
spent to produce investment income, as distinguished from other functions of 
the company. If the company were to rent space for its investment department, 
these items could be deducted. Accordingly, these items should be just as 
clearly deductible where the investment department is operated in a part of a 
company-owned building. 

8. Suggested amendment.—Page 11, following line 9, insert: 

“(8) Bap Dests.—The deduction for bad debts allowed by section 166, to the 
extent that such bad debts arise from or in connection with any instrument or 
agreement described in subsection (b) (1) (B).” 

Page 11, line 10, strike “(8)”, and insert “(9)”. 

Page 12, line 11, strike “(9)”, and insert “(10)”. 

Reason.—In this bill, as contrasted with the Mills law, capital gains and losses 
are taken into consideration. Consequently losses on bonds, debentures, etc., are 
recognized as capital losses. Losses on mortgages, however, are considered to 
be bad debts rather than capital losses. It would seem clear that such mortgage 
losses should be allowed as a deduction, and the above amendment is designed 
to accomplish that purpose. 

4. Suggested amendment.—Page 16, strike lines 4-11, and insert: “the amount 
attributable to any asset shall be the adjusted basis (determined without regard 
to fair market value on December 31, 1958) of such asset for purposes of deter- 
mining gain on sale or other disposition.” 

Reason.—We believe that real property and stock should be valued for the 
purpose of this provision on the adjusted basis rather than on the basis of fair 
market value. This would make it consistent with other provisions of the bill. 
The suggested change might not make any great difference in revenue results, 
but it would eliminate the tremendous difficulty in the annual determination of 
a “fair market value” acceptable both to the Internal Revenue Service and to 
the company. 
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5. Suggested amendment.—Page 17, strike lines 13-24; and page 18, strike 
lines 1-11, and insert: 

“(2) PENSION PLAN ResEeRvES Derinep.—For purposes of this part, the term 
‘pension plan reserves’ means that portion of the life insurance reserves which 
is allocable to contracts— 

“(A) entered into with trusts which (as of the time the contracts were 
entered into) were deemed to be (i) trusts described in section 401(a) and 
exempt from tax under section 501(a), or (ii) trusts exempt from tax under 
section 165 of the Internal Revenue Code of 1939 or the corresponding proyi- 
sions of prior revenue laws; 

“(B) entered into with employers under plans which (as of the time the 
contracts were entered into) (i) were deemed to be plans meeting the require. 
ments of section 401(a) (3), (4), (5), and (6), or the requirements of sec. 
tion 165(a) (3), (4), (5), and (6) of the Internal Revenue Code of 1939; 
or (ii) were plans for which under the provisions of prior revenue laws the 
employer contributions were deductible ; 

“(C) entered into with employers exempt from tax under section 501 (ec) 
or (d) or section 115(a), or exempt from tax under the corresponding pro- 
visions of prior revenue laws; 

“(D) provided for employees or agents of the life insurance company 
under a plan which, for the taxable year, meets the requirements of section 
401(a) (3), (4), (5), and (6) ; 

“(E) entered into under approved superannuation funds or plans as de 
fined by section 127, subsection (1), paragraph (c), of the Income Tax Act 
of Canada.” 

Reason.—The above language is designed to change the paragraph as it now 
appears in the bill in four respects: (1) Subparagraph (B) is amended to incinde 
specifically contracts with employers under plans where the employer contribv- 
tions were deductible under revenue laws prior to the 1939 code. It would seem 
clear that subparagraph (B) should have such scope, the same as subparagraph 
(A) already does. (2) Subparagraph (C) brings in contracts entered into with 
tax-exempt employers. The reason is that, since Congress has concluded to 
exempt such employers from all taxation, they should not be taxed indirectly 
through taryation of the insurance company. (3) Subparagraph (D) adds the 
words “or agents” to the provision covering contracts for employees of the life 
insurance company. The purpose is to avoid any controversy over the question 
of whether the term “employees” includes agents. (4) Subparagraph (E) brings 
in Canadian plans which fall under the provisions of Canadian tax law most 
nearly approximating sections 401-404 of the code. The reason is that Canadian 
banks, trust companies, and insurance companies are not taxed on such plans, 
and American companies should be enabled to meet this competition with respect 
to their Canadian business. 

6. Suggested amendment.—Page 19, strike line 15 and insert “contracts or 
obligations (including contracts or obligations supplementary thereto)”. 

Reason.—The language presently in the bill is ambiguous. It might possibly 
be construed as not including interest on obligations arising from insurance con- 
tracts where the contract as a whole involves life, health, or accident contin- 
gencies, although the particular obligation giving rise to the interest does not. 
Clearly, the intent of the provision is to make deductible interest on all obliga- 
tions which do not involve such contingencies, regardless of whether another 
part of the contract may do so. The above amendment will make express this 
intent. 

7. Suggested amendment.—Page 22, lines 3-6, change the sentence (or word 
the report on the bil) so as to make it clear that return premiums includes pre 
mium refunds made on cancellation of policies or change to lower premium plans. 

Reason.—Certain refunds of premiums are as a matter of practice made on 
cancellation of policies or change to lower premium plans. In a sense these are 
contractual, but the right to a return of these premiums is not spelled out in 
the policy. For that reason it could be suggested that they are paid in “the 
discretion of the management.” At the same time, it is clear that they should be 
treated as return premiums, and not as policyholder dividends. This ambiguity 
should be corrected either in the bill or in the report on the bill. 

8. Suggested amendment.—Section 809(d) should be amended to allow a de 
duction for payments to stockholders in retirement of stock under a mutualiza- 
tion plan entered into prior to enactment of the bill. 
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Reason.—A statement in support of such an amendment was made to the com- 
mittee on March 4, 1959, by Paul E. Martin, administrative vice president, the 
Ohio National Life Insurance Co., Cincinnati, Ohio. Insofar as that statement 
relates to this point, we support its objective. 

9. Suggested amendment.—Page 43, strike lines 11-15, and insert: 

“(ii) the sum of the excess described in clause (i), plus the amounts (deter- 
mined as of the beginning of the year of the distribution) in the shareholders 
surplus account and in the policyholders’ surplus account,” 

Reason.—The clause as it appears in the bill is ambiguous in that it is diffi- 
cult to determine whether existing surplus is to be determined as of December 
$1, 1958, or as of the beginning of the year of distribution. The House report 
(p. 40) makes it clear that surplus as of December 31, 1958, is meant. It would 
seem, however, that the bill itself should be clarified. 

10. Suggested amendment.—The sentence on page 45, lines 11-15, relating 

to the tax on capital gain on property having a substituted basis, should be 
mended. 
. Reason.—Section 817(b) provides in effect for the nonrecognition of gain on 
the sale or other disposition of property acquired before December 31, 1958, 
up to the fair market value of the property on that date. An exception to this 
provision is stated as follows: “In the case of property having a substituted 
basis (within the meaning of sec. 1016(b)), the preceding sentence shall apply, 
put only if during holding periods concerned the property or properties were held 
only by life insurance companies.” 

At the outset it is unclear what is meant by “holding periods.” Some in- 
ference may be drawn that the exception applies in some cases to property 
acquired by the company prior to 1959, although this does not appear to be 
intended. It should be made clear in any event that the exception is not to 
apply to any property which has a basis determined by the basis of property 
on or before December 31, 1958. 

As to property acquired since December 31, 1958, the exception should not 
apply to any property which has a basic determined by the basis of property 
held by the company prior to 1959. This is the case where property acquired 
prior to that date is exchanged for like property. As to property which is 
acquired by a life insurance company and takes the transferor’s basis, as in cer- 
tain corporate reorganizations, different rules would probably apply. 

11. Suggested amendment.—Page 48, line 2, after the word “mortality,” in- 
sert “and morbidity.” 

Reason.—This provision authorizes the conversion of reserves for noncancel- 
able or guaranteed renewable accident and health insurance (as well as the 
reserves for life insurance) from a preliminary term basis to a net level pre- 
mium basis. The word “mortality,” however, relates only to life insurance. 
Consequently, to make the provision accurate in all respects, the words “and 
morbidity” should be added. 

12. Suggested amendment.—Section 818(c), page 48, lines 16 to 21, relating 
to revaluation of reserves computed on a preliminary term basis, should be 
amended to permit the taxpayer, if it desires, to use either the exact basis or the 
approximate basis for the taxable year beginning in 1958, without being re- 
quired to adhere to such basis thereafter ; and to provide further that any such 
election for a taxable year beginning after December 31, 1958, shall be adhered 
to in subsequent taxable years unless a change is approved by the Secretary. 

Reason.—As the bill now reads, any election between the two revaluation 
bases made for the taxable year 1958 (or thereafter) would be binding on the 
taxpayer in future taxable years unless the Secretary approves a change. Many 
companies would find it impossible to make an exact revaluation prior to the 
return date for the taxable year 1958, and therefore could not make an informed 
choice. To avoid this difficulty, the taxpayer should be allowed, if it desires, to 
use either revaluation basis for the taxable year 1958, and then make a bind- 
ing election in taxable year 1959 or thereafter. 

13. Suggested amendment——The Canadian life insurance companies doing 
business in the United States have suggested three amendments to section 
819(c), relating to distributions to shareholders in the case of foreign life in- 
surance companies. A copy of these proposed amendments and a memorandum 
supporting them is attached hereto. We believe that these proposals are reason- 
able and we urge their favorable consideration by the committee. 
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MEMORANDUM 


From: The Canadian life insurance companies doing business in the Uniteg 
States. 

Re: Section 819 of H.R. 4245. A bill relating to the taxation of the income of 
life insurance companies. 


The rule prescribed in section 819(c) to determine the proportion of a distriby. 
tion to shareholders which is to be allocated against the U.S. business aims at 
making the division in the ratio that the surplus on U.S. business bears to the tota} 
company surplus. The use of the ratio of these respective surpluses for this 
particular allocation seems to follow a sound principle. We recognize that the 
application of the principle requires some definition of that amount to be regardeq 
as the surplus on the U.S. business and that the choice made in the bill is pr 
consistent with the rule prescribed for foreign companies in section 819 (b) (2) (A), 
For these reasons we feel that the rule set out in the bill should be retained as 4 
permitted method of allocating any distribution to shareholders. 

It does, however, require the company to revalue its total assets and insurance 
liabilities on the basis required for purposes of the annual statement on the form 
approved by the National Association of Insurance Commissioners. This pre 
sents serious problems in practice, chief among these being the matter of valuing 
the total assets of the company on the basis prescribed in the bill, a situation 
which was outlined in our conference with Treasury and other officials in Wash. 
ington, D.C., on February 2, 1959. 

To overcome this practical difficulty, it is suggested that a company should be 
permitted to allocate any distribution to shareholders either by the method 
provided in the bill or in the ratio that its U.S. total insurance liabilities bears 
to the company’s total insurance liabilities. The suggested new alternative would, 
we believe, generally result in a larger allocation against the U.S. business than 
the one provided in the bill. In spite of the fact that there could be some tax 
disadvantage in doing so, the alternative method might nevertheless be elected 
by a company to avoid the onerous task of adjusting all its foreign assets and 
liabilities to the U.S. basis. Moreover, neither of the two suggested ratios can 
under any circumstances give an unreasonably low allocation against the US. 
business and for that reason it is felt there would be no objection to permitting a 
company to elect at any time which of the two ratios is to be used. 

The suggested change is covered in paragraph (1) of the attached draft of an 
amended section 819(c) which is submitted for your consideration. 

Paragraphs (2) and (3) of this draft contain suggestions for additions which 
may help to clarify questions that may arise in the application to foreign life 
insurance corapanies of section 815(e), “Special Rules for Certain Mutualiza- 
tions.” 

In applying section 815(e) (1) (A), it is presumably not intended that a foreign 
company should have the advantage of reducing the U.S. portion of a mutualiza- 
tion payment by the full amount of its paid-in capital and paid-in surplus. Para- 
graph (2) is included in the draft to provide that only a proportionate part of 
paid-in capital and paid-in surplus will be allowed for this purpose. 

Paragraph (8) of the draft is suggested to clarify how the allocation ratio 
prescribed in 815(e) (2) will be determined for a foreign company. The amount 
fixed by Clause (i) (assets less total liabilities) is presumably to be determined in 
respect of the company’s U.S. business only, and this has been indicated in the 
draft. 

However, the rule prescribed in section 819(b) seems to indicate that this 
excess of assets held over the liabilities on U.S. business was not in all cireum- 
stances regarded as an acceptable measure of surplus in determining the tax to 
be paid by a foreign company on investment income or operating gain. To the 
extent that it is inappropriate for that purpose it seems that it may be equally 
sO as a measure of surplus at December 31, 1958, to be used as a basis for the 
allocation required under section 815(e) (2). 

A foreign company will in effect be required to pay tax as though the surplus 
on its U.S. business at December 81, 1958, was either the amount held in the 
United States or the minimum prescribed by section 819(b) (2) (A), whichever is 
the greater. It seems logical, therefore, that the greater of these amounts should 
be used in applying section 815(e) (2). 

A suggested rule to this effect is included in paragraph (3) of the attached 
draft. 
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ILLUSTRATIVE REVISION OF SECTION 819(c) or H.R. 4245 


(Attached to memorandum submitted by Canadian life insurance companies 


uted doing business in the United States) 
ie of Section 819: Foreign life insurance companies— 
(a) No change. 

ribu- (b) No change. 
8 at (c) DISTRIBUTION TO SHAREHOLDERS.— 
total (1) In applying sections 802(b)(3) and 815 for purposes of subsection 
this (a), the amount of the distributions to shareholders shall be determined by 
, the multiplying the total amount of the distributions to shareholders (within 
rded the meaning of section 815) of the foreign life insurance company by the 
erly percentage specified in subparagraph (A) below or specified in subparagraph 
(A), (B) below, whichever percentage the company may elect— 
asa | (A) the percentage that the minimum figure for the taxable year 

(determined under subsection (b) (2) (A)) is of the excess of the assets 
ance of the company over the total insurance liabilities ; 
orm (B) the percentage that the total insurance liabilities on U.S. busi- 
pre- ness for the taxable year is of the company’s total insurance liabilities. 
ning (2) In applying section 815(e)(1)(A), the paid-in capital and paid-in 
tion surplus shall be determined by multiplying the paid-in capital and paid-in 
ash. surplus of the foreign life insurance company by the percentage determined 

as provided in paragraph (1). 

] be (3) In applying section 815(e) (2), the amount defined in subparagraph 
hod | (a) (i) shall for a foreign life insurance company be— 
Pars the excess (determined as of December 31, 1958) of the assets held 
uld, in the United States over the total liabilities on U.S. business, or 
han the minimum figure determined as of December 31, 1958, under section 
tax 819(b) (2) (A), 
“ted whichever amount is the greater, and this amount shall be the amount 
and referred to in section 815(e) (2) (A) (ii) as “the excess described in clause 
8 (i)” and in section 815(e) (2) (B) as “the excess described in subparagraph 
eet (A) (i).” 
ig a 


(Whereupon, at 4:15 p.m., the committee recessed, to reconvene at 
‘an =- 10:20 a.m., Wednesday, March 18, 1959.) 
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WEDNESDAY, MARCH 18, 1959 


U.S. SEna4rTeE, 
CoMMITTEE ON FINANCE, 
Washington, D.C. 

The committee met, pursuant to recess, at 10:20 a.m., in room 2221 
New Senate Office Bulding, Senator Harry Flood Byrd (chairman) 
presiding. 

Present: Senators Byrd, Kerr, Frear, Gore, Talmadge, Hartke, 
Williams, Carlson, and Cotton. 

Also present: Elizabeth B. Springer, chief clerk; L. N. Wood- 
worth, economist, Joint Committee on Internal Revenue Taxation. 

The CHatrman. The committee will come to order. ; 

The Senator from Georgia, Senator Talmadge, will present th 
first witness. 

Senator Tatmapce. Mr. Chairman, Senator Smathers, from Flor- 
ida, had hoped that he would be here and wanted to present the next 
witness this morning, but unfortunately was detained on official busi- 
ness and could not be here. 

I have known the next witness a long period of time. We shared 
adjoining offices in the William-Oliver Building in Atlanta, Ga., 
before his duties called him to the State of Florida. 

Mr. Verlander is a native son and a man of great integrity, and it 
is a great pleasure to present him to this committee. 

The CuHarrman. Mr. Verlander. 

Mr. Vertanper. Thank you, Mr. Chairman. 


STATEMENT OF W. A. VERLANDER, EXECUTIVE VICE PRESIDENT 
AND TREASURER, AMERICAN HERITAGE LIFE INSURANCE CO., 
JACKSONVILLE, FLA. 


Mr. Vertanper. Mr. Chairman and members of the committee, 
my name is W. A. Verlander, executive vice president and treasurer 
of the American Heritage Life Insurance Co. of Jacksonville, Fla. 
It isa new, small stock company, chartered in 1956. 

My company favors the enactment of H.R. 4245 with a few minor 
changes. Being a new, small company, it is necessary that we have 
a chance to get established in business. I will speak only of the 
changes that I feel pertain particularly to new, small companies. 

Representing a new, small company, I heartily support the proposal 
of the American Life Convention with regard to liberalizing the 
small-business deduction. 

The principal change which we feel should be made in the pro- 
posed law is a more equitable treatment of operating losses for newly 
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organized companies. It is a well-established fact that the first 9 years 
of a new life insurance company’s operations are the most perilous 
During this period, the initial expenses incurred in “putting policies 
on the books” are greater than the premiums received. A study of 
new life insurance companies’ reports has shown that 8 or more years 
of operations are normally required before a gain from operations 
can be expected. 

Section 812(b) provides, in line with existing tax policy, for an 
operations loss carryback to each of the 3 taxable years preceding the 
loss year, and an operations loss carryover to each of the 5 taxable 
years following the loss year. 

A new company cannot carryback its early year losses. In order 
to prevent discrimination between long-established companies and the 
struggling new companies in a highly competitive industry, it is 
imperative that the new companies be allowed additional years of loss 
carryover. 

Section 812(b) also provides that the loss from operations for any 
taxable year ending prior to January 1, 1958, shall not be eligible 
for carryback and carryover provisions. Since the proposed bill rep- 
resents an entirely new concept of income taxation on life insurance 
companies, a new company such as American Heritage should be 
allowed to avail itself of the carryback and carryover provisions for 
any of its first 8 years of operations. 

To more clearly highlight this problem, I will use my company as 
a specific example. It was chartered September 14, 1956, and by 
December 31 we showed a loss from operations of $42,272.92. For 
1957, our second year of operation, our statement reflected a loss from 
operations of $217,361.82. Under the provisions of H.R. 4245 as 
now presently drawn, we would have to pay Federal income taxes on 
this $260,000 as it is earned back. We feel this is basically unfair. 
This $260,000 was originally paid-in capital and represents a loss in 
normal insurance operations. We respectfully urge and beg this 
committee to allow us to recover paid-in capital without having the 
additional burden of paying Federal income tax on it. H.R. 4245 
— us in the very unfortunate position of losing $260,000 and then 

ing forced to make back approximately one-half million dollars, 
and pay taxes on that amount in order to get back to our original 
starting point. 

This would create, in my opinion, a hardship unintended by the 
authors of H.R. 4245. Further, it is my opinion from having heard 
witnesses who have preceded me and conversing with other insurance 
officials, that there is no opposition to this proposal. 

I am attaching as addendum A a proposed amendment which would 
rectify this situation. 

Mr. Chairman, I won’t read that unless you later ask me to. 

The Cuarrman. That will be inserted in the record. 

Mr. Veritanver. Thank you. 

(Addendum A referred to follows :) 


ADDENDUM A 


Section 812(b) (8) : 

OpeRaTions Loss CARRYBACKS AND CARRYOVERS AS APPLICABLE TO NEW LIFE 
INSURANCE CoMPANIES.—For purposes of this part, a new life insurance com- 
pany shall mean a life insurance company as defined under section 801 (a) which 
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was licensed to write life insurance within 9 taxable years prior to the year for 
which it files its return: 

“For new life insurance companies, the loss from operations for any tax- 
able year (hereinafter in this section referred to as the ‘loss year’) shall be 
an operations loss carryover to each of the 8 taxable years following the loss 
year. Paragraph 812(b)(1) setting forth any taxable year ending after 
December 31, 1957, is specifically not applicable to new life insurance 
companies. 

Mr. VertAnper. There is one more relief amendment I would like 
to recommend for your consideration for new life insurance com- 

ies. 

Many States require by statute large minimum amounts of capital 
and surplus. These statutory requirements are for the purpose of 
preventing undercapitalized companies from coming into existence 
without adequate policyholder protection. The greater the capital 
and surplus, the more protection is afforded the insured public. 
Without adequate capitalization, the proper steady growth of a new 
company is seriously hampered. If proper relief is not afforded the 
new small companies, such as American Heritage, their ability to 
compete and survive in this industry could be seriously impaired. 
The 1942 law as well as the so-called stopgap law recognizes this 
situation and makes provision for new companies during the first 9 
years of their operations. 

' New companies’ reserves obviously are only a very small percent- 
of their assets. Also, they require an extra safety factor because 
as relatively small spread of lives insured. 

A specific deduction of 87.5 percent of the net investment income 
should be allowed new life insurance companies in lieu of the deduc- 
tion for investment yield on adjusted life insurance reserves provided 
in section 805(b) (1). 

Attached hereto as addendum B is a proposed amendment which 
would accomplish this. 

I would like to also have this placed in the record at this point. 

The Cuarrman. It will be inserted in the record at this point. 

(Addendum B referred to follows :) 


ADDENDUM B 
Section 805(b) (8) : 


RELIEF PROVISION FOR SPECIFIC DEDUCTION FROM NET INVESTMENT INCOME FOR 
NEW LIFE INSURANCE COMPANIES.—F or purposes of this part, a new life insurance 
company shall mean a life insurance company as defined under section 801(a) 
which was licensed to write life insurance within 9 taxable years prior to the 
year for which it files its return. 

“For new life insurance companies, if the deduction for investment yield 
on adjusted life insurance reserves determined in accordance with section 
805(b) (1) does not exceed 87% percent of the net investment income of the 
company, a specific deduction of 87% percent of the net investment income 
of the company shall be allowed in lieu of that determined under section 
805(b) (1).” 


Mr. Vertanver. It is often said that a small life insurance company 
is one whose assets are a hundred million dollars or less. I am speak- 
ing of the very, very small new life insurance companies whose assets 
range from $200,000 to $10 million. 

H.R. 4245 can give life to small companies or it can take it away. 
In the early days of their existence they need help. It is my considered 
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opinion the proposals I have presented will enable small Companies 
to survive and preserve competition in the life insurance industry, 

While these proposed changes may appear to be minor ones, they 
are certainly major ones to each indyvidual new small company, ~ 

_I want to thank you very much for permitting me to express these 
views. 

The Cuarmman. Thank you very much, Mr. Verlander. 
you the amendments will be considered in executive session. 

Have you an estimate of any revenue loss, which may result, from 
these amendments ‘ 

Mr. Vertanper. Yes, sir; if you take all the new small companies 
and add their assets, I would say it would total probably less than 
one medium small company. The total assets of all the new com. 
panies in my opinion would be somewhere around $100 million to 
$125 million. 

I would think that the loss carryforward provision, if allowed, 
would probably total $3 million to $4 million in taxes. Not per year, 
but forever, because that would be all the loss carryforward we would 
have available to us. So I would think for the entire si 
talking about $3 million. 

The CrarrmMan. The loss would only be for one time ? 

Mr. VERLANDER. One time, yes, sir. It is not per year loss revenue, 

The Cuatrman. Are there any questions / 

Senator Cartson. Mr. Chairman, just this one thought: 

If the loss on this additional year’s of loss carryover would be $3 
or $4 million 

Mr. VeriAnper. Yes, sir. 

Senator Cartson. Have you estimated any loss of revenue based on 
this 87.5 percent of the net investment income if it should be allowed? 
What happens then / 

Mr. Vertanper. No, sir; I don’t have the total figures. 

Using, say, $100 million as the total assets of the small companies, 
and say they are making 3.5 percent on their money, that would be 
$3.5 million. If you forgave the full 87.5 percent, we would be paying 
30 percent of 12.5 percent, or 3.75 percent. The total reduction would 
be somewhere around $1 million in tax. 

The law as it is now provides some deduction, so it would be less than 
a million dollars, in my opinion. 

Senator Carison. Mr. Chairman, I am very sympathetic to the 
problems of Mr. Verlander and his company, and many others 
similarly situated, so I sincerely hope we can do something, keeping in 
mind the Treasury as well as competition with other companies. 

Mr. Veruanper. Thank you, sir. 

The CuHarrman. Very careful consideration will be given. 

Are there any other questions ? 

Senator Tatmapce. Mr. Verlander, are you a certified public 
accountant ? 

Mr. VERLANDER. Yes, sir. 

Senator Tatmapce. Are you also an insurance actuary ? 

Mr. Vervanver. I was with a firm of insurance management con- 
sultants, but I personally am not an actuary. 

Senator Tatmancr. Prior to the time you became executive vice 
president and treasurer of the American Heritage Life Insurance Co, 
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did you examine the books and do actuarial work for a good many 
insurance companies ¢ 

Mr. VerLAnper. Yes, sir; we represented probably 30 or 40 com- 
panies; most of them were small new companies; some of them were 
older companies. 

I also for about 11 years acted as senior examiner for one of the 
Southern State’s insurance departments. 

Senator Tatmance. Based on your knowledge and experience in 
these 30-odd companies, how long does it normally take a new com- 
pany to begin operations in the black ¢ 

Mr. Vertanver. Normally it wil] take 8 to 10 years, depending, of 
course, on the capital and surplus of the new company. 

During the first few years of a new company’s existence, the only 
hope for income is investment income, because all of your insurance 
operations cover new business, and your outgo is greater than your 
income. 

A company organized with $200,000 of capital and surplus naturally 
has a much longer road and a tougher road getting around the corner 
than one with a million dollars of capital and surplus. 

Senator Tatmapce. Will you explain to this committee why it takes 
anew insurance company 8 to 10 years before it gets in the black? 

Mr. VerLAnper. Yes, sir. 

During the first year of a new company’s operation, or the first few 
years, the greater portion of your premium income is from first-year 
business, and the first-year premium of $1 is exceeded by probably 30 
to 40 cents, and in some cases up to 60 cents of outgo for every dollar 
coming in. The reason for that is your high first-year commissions, 
your acquisition costs, including the medical examinations, credit re- 
ports, small reserve increase in the first year. 

Your second-year premium on renewal business is the same as 
your first-year premium, but your expenses are not as great, and 
until you reach a point where there is a preponderance of your pre- 
mium coming in from renewal premiums, as opposed to first-year 
premiums, you are faced with an almost certain loss. 

Senator Taurmaper. And during those 8 or 10 years of losses, is 
there in depletion of capital ? 

Mr. Verianper. Yes, sir. For a new company that is exactly 
what it is. It is a pay out of paid-in capital from stockholders. 
That is the bulk of our request here. We feel that if we take stock- 
holders’ money and pay it out for normal operations, that in all fair- 
ness we should be allowed to recover those dollars before we start 
paying Federal income tax. 

Senator Taumapce. The normal corporate tax, I believe, has a 
carryforward provision of 5 years and carryback provision of three 
years; is that correct? 

Mr. Verianper. That is correct. 

Senator Tatmapce. That is a total of 8 years in which to average 
the taxes. 

Mr, Vertanper. Eight years in which he can level out his taxes; 
yes, sir. 

Senator Tatmapce. The reasoning for that presumably is because 
an ordinary business has a profit and loss statement on an annual 
basis; is that correct? 











536 TAX FORMULA FOR LIFE INSURANCE COMPANIES 


Mr. VERLANDER. Yes, sir. 

Senator Tatmapce. But in an insurance business, you do not haye 
that situation. 

Mr. Vertanper. In an insurance business for a small new com. 
pany writing ordinary lines, it would be most unusual and most dif. 
ficult to have a profit the first year; yes, sir. 

Senator Tatmapcr, What you are requesting, then, is for the ip. 
surance industry the same thing that other businesses now haye 
is that correct ? : 

Mr. Vertanper. Yes, sir. We are asking that, and we are als 
asking that any losses that we have incurred in our first years prior 
to the enactment of this law be carried forward under this law, 

Senator Tatmapcr. Why is that request made? 

Mr. Veruanver. Well, at the time we got into the life insurance 
business we had one set of rules. We determined how much original 
capital and surplus we would need under these rules to eventually 
turn the corner and start making a profit. 

Well, now, with the ball game one-quarter over, the rules have been 
changed. New companies in their original budgetary planning of 
needing X dollars, are all faced with the situation now that they 
need 2 X dollars. Either the Treasury Department and this com- 
mittee allow us to bring those losses forward and get back to our 
original point or most of us will be faced with the proposition of 
going back to our stockholders and saying, “We are sorry, the rules 
have been changed. Instead of needing what we thought we origi- 
nally needed, we need twice one and a half times that amount.” 

Senator Tarmapce. I have no further questions, Mr. Chairman. 

The Cuarrman. Are there any other questions ? 

(No response.) 

The Cwarrman. Thank you very much, Mr. Verlander. 

Mr. Vertanver. Thank you, sir. 

The Cuarrman. The next witness is Mr. William F. Poorman of 
the Central Life Assurance Co. 


STATEMENT OF WILLIAM F. POORMAN, PRESIDENT, CENTRAL 
LIFE ASSURANCE CO., DES MOINES, IOWA 


Mr. Poorman. Mr. Chairman and members of the committee, I am 
William F. Poorman, president of the Central Life Assurance Co. 
of Des Moines, Iowa. 

The Central Life is a relatively smal] mutual life insurance con- 
pany licensed to do business in 22 States and the District of Columbia. 

I have with me Mr. Norman T. Fuhlrodt, executive vice president 
of the Central Life, to help me answer any questions which you may 
wish to ask. 

I support the three phase structure of H.R. 4245, but with a 5-year 
average earned rate in phase 1, as has been recommended by other wit- 
nesses. My comments, however, are on another aspect of the bill, 
section 809(g), which denies a full deduction of policyholders divi- 
dends under phase 2. 

Central Life competes in the sale of life insurance with both stock 
and mutual companies. The company does its best to provide insur- 
ance to policyholders at a net cost competitive with that of other mutual 
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| companies as well as the nonparticipating life insurance of stock 
companies. see 

For many years Central Life has adhered to a policy of maintain- 
ing a competitive net cost in the belief that the interests of its policy- 
holders are best served by such a policy. As a small mutual com- 
pany this means that Centra] Life has not been able to finance rapid 

ansion. As a result, the growth of the company has been less 
pid than that of many other life insurance companies. 

To assure the continued solvency of the company, we feel that an 
adequate surplus is of first importance. Second in importance is the 
maintenance of a competitive dividend scale that we may attract the 
right kind of agents and policyholders. Only after these conditions 
are met do we feel that we can use funds for the development and 
expansion of the company. Any tax on our policyholder dividends 
will obviously reduce this balance and will further retard the growth 
of the company. 

Under H.R. 4245, the taxable investment income of Central Life 
forthe year 1958 was approximately $1,665,000. 

| The gain from operations if we were allowed to deduct al] our divi- 
dends to policyholders was $1,154,000. 

Accordingly, Central’s tax base under phase 1 would be $511,000 
in excess of its actual gains from operation. It would be overtaxed 
by 52 percent of this excess or by $266,000. This inequitable treat- 
ment results from the fact that section 809(g) disallows as a deduc- 
tion $511,000 of dividends paid to policyholders. In the final analysis 
the bill as now written taxes this amount of the dividend by 25 
percent. 

In the case of my company this tax on dividends to policyholders 
amounts to an average of over 50 cents for each $1,000 of life insurance 
our books. It is obvious that a company whose premiums or net 
wsts are consistently 50 cents higher than its competitors will have 
dificulty in keeping its competitive position with the stock companies 
in the field. 

Most other mutual companies are similarly affected. I am sure this 


would be used against mutual companies most effectively in 


| competition. 

Why should a prospect pay $5 more per thousand in a mutual com- 
pany than in a stock company when he is told that a substantial part 
of this excess premium will be paid to the Government in taxes and 
% could not be returned in so-called dividends? 

A mutual company in effect says to its policyholders: “Instead of 
trying to estimate very closely the actual interest we will earn on your 
premiums, your share of mortality losses and the actual omnes, 
including taxes, we will calculate the premium conservatively but we 
promise to make a price adjustment from year to year when we 
actually know what our experience has been.” Thus these so-called 
dividends are a price adjustment which in effect reduces the premium 
charged. 

If allowance is not made for this, the great safety factor in par- 
ticipating life insurance represented by the conservative estimates 
wed in calculating participating premiums may be destroyed. Under 
phase 2 as now written there will be every incentive for mutual com- 
panies to reduce participating premiums to about the level of non- 

875325935 
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participating premiums which will leave very little to be returned 4s | 
so-called dividends, as well as to accelerate the trend from the higher 
premium permanent plans of insurance to those plans with low pp. 
serves, and term insurance. 

The continuation of this trend with the consequent minimization | 
of the savings aspect of life insurance can have significant and unde. | 
sirable effects upon the economy. | 

Another illustration of the problems and inequities that will hy 
developed by H.R. 4245 is that in a company where the taxable inyeg. 
ment income is greater than the gain from operations without the 
limitations of section 809(g), any expansion of business must be made 
with 100-cent dollars as will be the case in most mutual companies | 
instead of the 48-cent dollars in many stock companies. 

The longer term effect of H.R. 4245 will be to cause, or rather fore 
companies to expand and develop term insurance rather than the 
permanent plans of insurance which have so well served both the in. 
suring public and our economy in the past. Dividend adjustments 
on higher premium plans of insurance that may be required as a result 
of this bill may result in the termination of a substantial number of 
the higher premium policies since the benefits will not be competitive | 
with other means of saving except insofar as the policyholders may be 
impaired risks. Thus the companies will be left with impaired risks 
and the situation generally worsened. 

In summary, H.R. 4245 as now written will have the following 
unfavorable and inequitable results: 

(1) It will limit the growth of smaller mutual life insurance com- 
panies and handicap their ability to offer competitive net cost perma- 
nent life insurance to their policyholders. 

(2) It will accelerate the trend to term and minimum reserve types 
of insurance with consequent unfavorable effects upon the economy, 

(3) It will result in less conservative assumptions in the caleula- 
tion of premiums, resulting in a possible impairment of the issuing 
company’s financial condition. ; 

(4) It will place mutual companies at a competitive disadvantage 
in financing the expansion of their businesses. 

Yesterday one of the witnesses suggested that this problem of nega- 
tives could be resolved by permitting negatives—— 

Senator Kerr. Would you go a little slower? 

Mr. Poorman. I amsorry, sir. Yesterday one of the witnesses sug- 
gested that this problem of negatives could be resolved by permitting 
negatives that are not allowed in one year to be carried forward and 
carried back to other years and applied against phase 2 taxable 
income. 

This would be quite inadequate so far as my company is concerned 
and I believe we are a typical mutual company. Certain stock com- 
panies would be the principal beneficiaries of such an arrangement, 
whereas it is the mutual companies that primarily suffer from this dis- 
criminatory disallowance of dividends. 

The Cuarman. Thank you very much, Mr, Poorman. 

Are there any questions? 

Senator Kerr. I have a question or two, Mr. Chairman. 

Is it your position, Mr. Poorman, that the money returned to your 
policyholders as dividends is in reality a return of an excess premium | 
charged. 
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Mr. Poorman. Yes, sir. 

Senator Kerr. Well, does it not include moneys earned by your 
company on assets which have been built up or are being built u 
out of funds coming either from these same premiums or from funds 
set aside from previous premiums as a reserve against your com- 
mitments ¢ 

Mr. Poorman. The interest on the funds set aside, arising from the 
premiums, or the reserves accumulated from those premiums were 
assumed. 

In other words, the premiums are calculated conservatively, so that 
there is an expectancy that there will be an adjustment of these pre- 
miums by dividends. 

Senator Kerr. Well, now, you have built up quite a portfolio of 
assets. 

Mr. Poorman. Yes, sir. 

Senator Kerr. Is there anything in the experience of the life in- 
surance business that you feel makes that a necessity against unusual 
circumstances or an unusual series of events ae on the basis of 
history you feel are probable or likely to happen in the future which 
would adversely affect those reserves and therefore make them nec- 
essary ¢ 

Mr. Poorman. In the late twenties and early thirties, sir, our surplus 
was practically depleted. . 

Following that, we adopted a policy of accumulating what we felt 
was an adequate surplus for the unexpected. 

Senator Kerr. Do you think there is anything peculiar about the 
life insurance business that makes such a policy necessary in it as in 
contrast to other financial institutions organized more completely for 
the benefit of the people that organize them and put the money in 
them. 

Mr. Poorman. I would feel, sir, that it is more important for a life 
insurance company to be unquestionably sound than even other lines 
of business. 

Of course, this is highly desirable in any line of business. 

But the suffering that is occasioned by the failure of a life insurance 
company, sir, is terrific. 

Senator Kerr. Why do you feel that all of the investment earnings 
or savings out of premium which you return to your policyholders, 
why do you feel in their entirety they should be exempt from tax? 

Mr. Poorman. The reason, is that the premiums are accumulated 
conservatively, and we in effect say to our policyholders we will ad- 
just for this extra premium from year to year. 

If there is any exeess, it would be the interest earned on the ex- 
tess premium whieh we hold for 1 year, over we will say the true 
premium or nonpar premium under which we would contemplate little 
ifany profits, that could be considered to be an extra interest income 
tothe policyholder. 

In our case the extra premium is about $5 a thousand. 

Senator Kerr. Now there was an officer here of one mutual com- 
pany and he was a very fine gentleman and he had a very good com- 
pany and was a very able witness. He took the position that if the 
aw were to grant a further deduction than is contained in this bill 
for dividends to policyholders, as you seem to advocate, it would per: 











540 TAX FORMULA FOR LIFE INSURANCE COMPANIES 


mit the mutual companies to do what he said would dividend the 
smaller mutuals out of the market. 

Are you one of the smaller or one of the larger or medium size} 
What is your relative rank ? 

Mr. Poorman. Small and large, sir, are quite relative terms. 

Senator Kerr. Yes. 

Mr. Poorman. Wé think of ourselves as being one of the relatively 
smaller mutual companies. 

Senator Kerr. One of the soundest but one of the smaller. 

Mr. Poorman. Yes,sir. We claim we are one of the best. 

Senator Kerr. What is there about this thing that causes you, ag 
the operating head—that is what you are, are you not? 

Mr. Poorman. Yes, sir. 

Senator Kerr. Of one relatively smaller mutual to have such a 
firm conviction on this thing in one way, apparently without fear of 
being dividended out of the market ? 

Mr. Poorman. Sir, our past experience suggests that that is not-—— 

Senator Kerr. I did not hear that. 

Mr. Poorman. Our past experience has suggested this is not a 
hazard. In other words, we have competed with those companies for 
many years; we have been competitive with them. 

So that certainly this bill would not change our position. It would 
increase the price which we would have to charge policyholders for 
insurance. In other words, I do not agree with the previous witness, 
sir, and, as a matter of fact, I have contacted the six other mutual 
life insurance companies in Des Moines—— 

Senator Kerr. You have done what with them ? 

Mr. Poorman. I have contacted them, the six other mutual com- 
panies in Des Moines, and they do not have this fear, either. 

Senator Kerr. Are you reported about in this week’s Best’s? 

Mr. Poorman. Central Life, yes, sir. 

Senator Kerr. Are you in this very mysterious operation of insured 
pension funds? 

Mr. Poorman. No, sir. 

Senator Kerr. You are not in that? 

Mr. Poorman. No, sir. 

Senator Kerr. Is it because you are not big enough, or because you 
are in my fix and do not understand it and better not get into it! 

Mr. Poorman. We have looked into it, sir, and we have not felt 
that we could be effective in the field. It is highly competitive, and 
we did not think that that was a place for us to be. 

Senator Kerr. Well now, if you know enough to stay out of it, 
maybe you would know enough to explain it to me. [Laughter.] 

You can decline to answer that question on any of the bases gen- 
erally in use by witnesses to achieve that purpose, if you like. 
{ Laughter. ] 

Mr. Poorman. I will try to explain it as I understand it. We looked 
into the field very briefly some years back when this matter of pen- 
sions became quite popular. 

It appeared to us that the competition in the field was very rough. 
It took a skilled staff to operate the business. It also appeared to us 
that as compared with trust companies, we would be at a disadvantage. 
In other words, we did not see how we could go into the field. 


M 


vag 


it ar 
with 
M 
Se 
and 
to p: 
M 
We V 
Si 
sam 
func 
M 
S 
bein 


TAX FORMULA FOR LIFE INSURANCE COMPANIES 5Al 


| Senator Kerr. Why? Tell me why? 

the | Mr. Poorman. Because, sir, with the Federal taxes we would have 
to pay, we could not show the return. For example, last year taxes 
wet | took in the area of a half of 1 percent of our earnings. 

Senator Kerr. What are your interest earnings? — 

Mr. Poorman. They were 4.01 percent last year, sir. 

Senator Kerr. They were 4.01 ! 
rely Mr. Poorman. Yes, sir. 

Senator Kerr. And taxes took—in other words, then, taxes took 

1214 percent of it. 

Mr. Poorman. Under H.R. 2445 our earnings would be 3.47. 
y a8 Senator Kerr. That is a little more than 121% percent of the gross. 

Mr. Poorman. Yes, sir. 

Senator Kerr. Is that correct ? 





ha | Mr. Poorman. Of the net, sir; 4.01 percent was our net. 
of | = Senator Kerr. The 4.01 percent was your net! 
Mr. Poorman. Yes, sir; that is before taxes. | 
aa Senator Kerr. What is the difference between net interest return 
and gross interest return ¢ 
ta Mr. Poorman. Well, from the gross 
for Senator Kerr. Do you not take into account in the term “interest 


return” all the interest return that you get? 

Mr. Poorman. Yes, sir; but we then deduct our investment expenses 
for | from that. So that is the net after investment expenses but before 
ess, | Federal taxes. 

Senator Kerr. You felt like that would put you at such a disadvan- 
tage as contrasted to the trust companies that you would not want to 
go into that field ¢ 

Mr. Poorman. That is the way it appeared to us, sir. And we have 
not studied it recently. 

Senator Kerr. If a trust company has a trusteed program, what do 
they call it ? 

Mr. Poorman. Well, they are a trustee of pension funds. 

Senator Kerr. You call it an insured pension plan, do you not? 

Mr. Poorman. If we issued it. 

Senator Kerr. What do they call it? 

Mr. Poorman. A trusteed plan. I am over in a field that I am just 
vaguely familiar with, not completely, sir. 

Restor Kerr. Well, if the trust company has $100,000 and invests 
it and gets $4,000 interest, they can add that to the trusteed account 
without any tax on it, is that right? 

; Mr. Poorman. That is right, if it is qualified properly. 
ih Senator Kerr. Qualified under the law. If you had that $100,000 
and you got 4 percent interest on it, under present law you would have 
ie topay taxes on the 4 percent. 
Mr. Poorman. I would imagine, sir; there would be a deduction, but 
cod we would have to pay a tax on a portion of the-—— 

Senator Kerr. That is right. You would have to pay a tax on the 
same part of that as you would on the interest you got for any other 
gh | funds you had. 

| Mr. Poorman. That is right, sir. That would be my understanding. 

Senator Kerr. So that actually this business about the tax that is 

being taken off of earnings on these insured pension plans in the first 
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place is the tax taken off of the funds available to the beneficiaries and 
not a tax taken out of the pocket of the insurance company; is that 
correct ? 

Mr. Poorman. I feel quite sure it would not be taken out of the 
pocket of the insurance company. 

Senator Kerr. You mean on account of their adroitness, not because 
the hand is quicker than the eye or anything like that. 

Mr. Poorman. Well, of course I view that either the owners of 
- company pay the tax or the customers. Now, a company 4g 
such—— 

Senator Kerr. The question I asked you was addressed to this 
proposition as to who is being taxed; as to who is being taxed. Sine 
it 1s the earnings on a trust fund account, is it a fact that the tax taken 
in actuality comes out of the pockets of the beneficiaries of the trust 
rather than out of the pockets of the insurance companies ? 

Mr. Poorman. It would be so if we were issuing such a plan, sir, 

Senator Kerr. Are you familiar enough with the plans issued—for 
instance, the Connecticut General, I think that is a stock company, 
had a very smart man yesterday except he did not know how little | 
knew, and he was not smart enough to enlighten me, and it was no 
fault of his, but you do not know how he handles his business, do 
you? 

Mr. Poorman. No, sir. 

Senator Kerr. Do you know what the general practice is? 

Mr. Poorman. I am only familiar with the typical bidding form 
where there is a provision for allowance for Federal taxes in the 
forms that I have seen. 

Senator Kerr. Does that bidding form not disclose that the insur- 
ance company which is the custodian of this insured pension plan 
returns to the employer for his own account or for the account of his 
employees the return earned on the assets in the hands of the insurance 
company other than very minor expense charges? 

Mr. Poorman. As I recall, sir, the last one I saw had a provision 
for both expenses and taxes. 

Senator Kerr. Yes; but that they return the balance of it. 

Mr. Poorman. Oh, yes, sir. 

Senator Kerr. If the Government takes it away from them in the 
form of taxes, they cannot return that. : 

What I am trying to get in my own mind and into this record is 
an accurate, detailed account of what happens to the earnings on that 
fund if it is in the hands of a trust company, and what happens to 
those earnings if they are in the hands of an insurance company. 

Mr. Poorman. I would not be the best source of information on 
that, Senator. 

Senator Kerr. Well, you have done pretty good. 

Mr. Poorman. I would be a poor source of information. 

Senator Kerr. You told me if it was in the hands of the trust com- 
pany, whatever the fund earns is free of tax and goes into the fund 
for the benefit of the people for whom it is set up; is that correct! 

Mr. Poorman. That is the way I understand it. | 

Senator Kerr. That is the way I understand it, and if it is in the 
hands of an insurance company, the full amount cannot go into the 
fund, back to the employer or to the employee, for the very simple 
reason that a part of it is taken in the form of taxes. 
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Mr. Poorman. That is right, sir. 

Senator Kerr. But that generally that which is not taken in the 
form of taxes does go back into the account for the benefit of the em- 
loyees or to the credit of the employer. 

Mr. Poorman. That is the way I understand it. 

Senator Kerr. Thank you very much. 

The CuarrMAN. Are there any further questions? 

(No response.) 

The CuarrMan. Thank you very much, Mr. Poorman. 

Mr. Poorman. Thank you. 

The Cuarrman. Ray EF. Lee, of the Austin Life Insurance Co. 


STATEMENT OF RAY E. LEE, VICE PRESIDENT, AUSTIN LIFE 
INSURANCE CO., AUSTIN, TEX. 


Mr. Lee. Mr. Chairman, and members of the committee, my name 


| is Ray f°. Lee. I am vice president and a director of the Austin Life 
| Insurance Co., with our home office in Austin, Tex. Our company 
| was chartered and began business in 1946. By industry standards, 


we are quite a small company, but we are striving to grow up. Our 
founders set out to build a business enterprise that would endure, not 


_ oly for their lifetimes, but for generations to come. I am speaking 


forthe company. My statement will deal with two points. 

We have studied H.R. 4245 as carefully as we could in the short 
time the text of the bill has been available. We have consulted our 
actuaries and lawyers; we have counseled with men who have been 
at the insurance business much longer and on a much larger scale 
than we have. I attended the hearings here 2 weeks ago and yester- 
day, and took careful note of the proposals made by eminent witnesses. 
On the basis of our present knowledge, we consider that a consequence 
of enacting H.R. 4245 will be severe discrimination in favor of mutual 
life insurance companies and against stock life insurance companies. 

This discrimination is fundamental to the concept for phase 2 of 
the bill. It turns on a very simple point. This is the way I see it: 

The management of a stock company has a duty to conduct the 
business to earn an ultimate profit for stockholders. It has no choice 
but to maximize earnings power. 

On the other hand, the management of a mutual company has a duty 
to reduce the cost to policyholders. It has no choice but to reduce the 
company’s earning power, theoretically to an average of zero over 
relatively few years. 

Subpart C of this bill taxes both types of companies by a common 
method. When this is done, it is inevitable that the tax burden will 
fall heaviest on stock companies whose management does the best 
je, and Jeast on mutual companies whose management does the 

job. 

In other words, if a mutual company does its job perfectly, the com- 
pany’s gain from operation will . zero and the tax under phase 2 
will be zero. And it is equally true, if a stock company does its job 
perfectly, the company will have gains from operations and will have 
to pay a tax under phase 2. The result will vary only so far as the 
job is imperfectly done on either side. A tax based on gain from opera- 
tion is a discrimination of importance. Such a tax will hinder free 
enterprisers, and will aid those who do not practice private ownership. 
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We recommend that the committee: 
(1) Eliminate phase 2 entirely from the bill; 
(2) Retain phase 1 of the bill, with some modification to solve 
problems identified to the committee in this hearing; and 
(3) Retain and improve phase 3 of the bill, so that an appro- 
priate corporate tax 1s levied upon any sum over and above th 
amount taxed in phase 1, which is distributed to stockholders jy 
the form of cash dividends, the tax to be = 


e tas nosed with respect to 
the year in which the distribution is made. By way of improv; 


phase 3, we urge that company surplus accumulated prior to the | 
effective date of the new tax measure, be readily available to the | 


stockholders. It has already passed through the tax sereep, 
When any part of the existing surplus is not required by the 
company, there should be no tax obstacle to its release. 

As I said, we request that phase 2 be eliminated from the bij], 
But, if it is decided that phase 2 must be retained, certain amendments 
should be made to reduce the discrimination against stock companies 
We are unable to see that these amendments will do away with dis. 
crimination. But they will reduce the margin of discrimination, 

The committee has already heard testimony about aiding small com- 
panies by exempting the first $25,000 investment income from taxa- 
tion, or 25 percent of the first $100,000, instead of 5 percent of $500,000 
as now proposed. 

You have heard about the need for a period longer than 5 years fer 
loss carryover. 

You have heard proposals for fully exempting from income tax 
the interest yield on tax-exempt securities. 

You have heard about the need for increasing the 10-percent mar- 
gin of deduction for increases in nonparticipating reserves. I be 
lieve the best estimate is that the margin should lie between 9 and 15 
percent, and possibly at the median or midpoint of 12 percent. 

Our company supports these proposals if phase 2 is to be retained 
in the bill. 

In addition to these, our company has a singular problem about 
deficiency reserves. There may be some other company with a similar 
problem, but at this time I do not know it. This problem relates to 
the definition in section 801, subsection (b), paragraph (4), whichis 
headed “Deficiency Reserves Excluded.” 

Our company has a deficiency reserve. It was established under 
contract in 1954 and added to in 1955. No further additions will be 
required. This reserve meets the requirement of Texas law, but does 
not seem to meet the definition in the bill which would entitle us to an 
exclusion. Let me tell you how this reserve came about. 

In 1954, Austin Life assumed liability for nearly $15 million mutual 
assessment insurance issued by a Texascompany. In 1955, we assumed 
liability for another $8 million mutual assessment insurance issued by 
another Texas company. Asa consideration for issuing legal reserve 
term contracts to the holders of the mutual assessment policies, 
Austin Life received the balance of the mortuary fund of each com- 
pany, after optional settlements prescribed by Texas law has been 
paid. The sum by Austin Life as consideration was on the order of 
$3 million. t 

When the legal reserve term contracts were issued to each policy- 
holder to replace the mutual assessment contracts, each insured was 
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rmitted to continue paying the same amount of premium which 
ad been due on his mutual assessment policy ; and in order to provide 
for the resulting deficiency in premium, Austin Life set up as a re- 
grve an amount equal to the then present value of a temporary life 
annuity which would provide for annual payment of the part of the 
remium the policyholder would not pay. 

This disposition of the mortuary fund is one of the two alterna- 
tives provided in the Texas insurance code, and is the method se- 
lected by the contracting parties. 

The money received by Austin Life had been accumulated by the 

two mutual assessment compen between 1921 and 1955. Federal 
income tax had been paid by both these companies with respect to their 
mortuary funds. Thus the funds came to Austin Life through this 
tax screen. It was invested, and since 1954 Austin Life has paid in- 
come tax as prescribed by the Congress with respect to the investment 
yield on these investments. ; 
‘ Now, in the operation of this premium paying plan, a substantial 
amount of the reserve for premium deficiency is released each year, 
smething on the order of $250,000. In the past, Austin Life has 
reported the sums to the Texas Insurance Commission as premium 
income; but it has not paid the State premium tax on the sums, and 
the Commission has accepted our company reports for 1954, 1955, 
1956, and 1957 reflecting this practice. Our company was examined 
by the State authority in 1956, and this deduction from State tax 
hability was then allowed. We mention this to show that the regula- 
tory authority for Texas for life insurance recognizes that the com- 
pany is not receiving new income with respect to this part of the 
premiums required. 

We believe that we truly have a deficiency reserve; and that the 
funds released in 1958 and thereafter should not be taxed a second 
time, because they have been taxed in the past. We fear that the 
present definition of a deficiency reserve in the bill does not clearly 
cover our case. We request that the provision cited be amended to 
make clear that the type of deficiency reserve Austin Life has is to be 
excluded. A draft proposal for this purpose is attached to this 


paper. 
The draft proposal referred to follows :) 


Drart AMENDMENT TO SecTion 801(b) (4) 


(4) DEFICIENCY AND OTHER RESERVES EXCLUDED.—The term “life insur- 
ance reserve” does not include deficiency reserves and reserves on reinsured 
mutual assessment life insurance. For purposes of this paragraph and sub- 
section (c), the term “deficiency reserves” means the total present value 
of the amounts by which— 


(A) the net premiums required by life insurance and annunity con- 
tracts, exceeds 

(B) the actual premiums and other consideration charged for such 
contracts ; 


and the term “reserves on reinsured mutual assessment life insurance” 
means the total present value of the amounts under closed blocks of as- 
sumed mutual assessment life insurance by which— 


(A) the gross premiums required according to the reinsurance con- 
tracts and assumption certificates exceed 

(B) the actual premiums to be paid by the policyholders according 
to the reinsurance contracts and certificates:of assumption. 
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Mr. Lrr. May I refer once more to our first proposal, that phase9 
be eliminated from the bill. If this is done, it appears that our 
company will pay just about the same amount of taxes, through 
operation of phase 1 and phase 3, as it would pay if H.R. 4245 wey 
enacted with all 3 phases of taxation. But this change would 
clearly demonstrate that the Congress has no intention of givin 
mutual companies a business advantage over private enterprise com. 
panies. We are not objecting to paying our fair and reasonable share 
of taxes. We are objecting to an unfair method of measuring the 
tax burden our company and other stock companies will bear. 

If phase 2 is not slisstn shed from the bill, we need and ask for some 
relief with respect to the exclusion of “deficiency reserves.” 

That is all, sir. 

Senator Kerr (presiding). You say: 

Our company has a deficiency reserve. It was established under contract jp 
1954 and added to in 1955. 


Is that the same as saying that our stockholders, or some of them, 
added funds to the company into a surplus account or a policy. 
holders’ protection account as an added feature of safety for your 
policyholders which was required because of the financial condition 
or certain operations, certain commitments at the time but which, 
in your judgment, will one say, if not already, be available for re- 
distribution to those stockholders, and the situation still be left ina 
condition of safety for which you made this added provision at the 
time? 

Mr. Ler. This deficiency reserve relates to that purpose, sir, but 
it did not come about in that manner. 

Senator Kerr. How did it come about ? 

Mr. Lee. It came about by the assumption of our company of 
liability for insurance contracts previously issued by mutual assess- 
ment associations. 

Senator Kerr. In other words, you acquired their business? 

Mr. Lee. We acquired their business, and with that—— 

Senator Kerr. That gave you a commitment with reference to 
which there were not adequate reserves. 

I say, what you received did not provide adequate reserves against 
commitments ? 

Mr. Ler. The amounts we received were sufficient to establish a 
deficiency reserve which was used to pay the balance of the premium 
required on the new contracts issued to the mutual assessment policy- 
holders. Instead of mutual assessment 

Senator Kerr. Do you pay a premium to the policyholders? 

Mr. Ler. We pay part of the premium for the policyholder out of 
this fund received. 

Senator Kerr. Well, you paid it to establish a portfolio of assets or 
reserves that would give you ample safety there with reference to 
that commitment, wasn’t that it ? 

Mr. Lee. Actually, the reserve was established to avoid increasing 
the premium the policyholders would have to pay. The mutual assess- 
ment business had been sold at one price, and when legal reserve 
business was issued, a higher price was required. 

Senator Kerr. Well, the higher price was to make the position of 
the company issuing the policy adequately safe, was it not? 
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Mr. Lex. It would; it would make the position of the policyholder 
adequately safe, too. 

We judge that the position of the policyholder under the mutual 
assessment contract was not entirely safe. 

Senator Kerr. Well, that was because there wasn’t an adequate re- 
grve in the hands of the insurer against probable liability represented 
by the policies, was it not ? 

“Mr. Lee. I think I would agree with that statement; yes, sir. 

Senator Kerr. If I understand your answer to the question, it is 
yes, but on the basis that you would rather have it than to have said 
“Yes.” 

Mr. Lee. I beg your pardon, sir? 

Senator Kerr. Well, maybe you have as much trouble understand- 
ing me as I do you, that is all. 

Mr. Ler. Iam sorry. I would like to help you. 

Senator Kerr. I thought I was trying to be helpful about it and 
trying to get the matter in such a way as I can understand it, but I 
haven’t succeeded in that, and I don’t take any more of your time. 

Mr. Ler. I am sorry, sir. I am afraid I didn’t hear the last words 
of your original question, that is the reason I could not reply. 

Senator Kerr. That is all. 

The Cuarrman. Are there any further questions? 

(No response. ) 

The Caarrman. Thank you very much. 

Mr. Ler. Thank you, sir. 

The Cuatrman. Mr. W. H. Painter, Sr., United Fidelity Life In- 
surance Co. 

Take a seat, sir. 


STATEMENT OF W. H. PAINTER, EXECUTIVE VICE PRESIDENT, 
UNITED FIDELITY LIFE INSURANCE CO., DALLAS, TEX. 


Mr. Patnrer. Gentlemen, first I want to thank your committee for 
the courtesy extended to me, along with so many others vitally inter- 
ested in this bill, to appear before you. 

My name is W. H. Painter. I am executive vice president of United 
Fidelity Life Insurance Co. of Dallas, Tex. Our company was in- 
corporated in 1920, and I was privileged to be one of its original 
directors. 

Within 6 months after its first policy was issued I became a full- 
time employee, and have been continuously employed by it until the 
present time. 

Ours is not a large company, as measured by many whose represent- 
atives have appeared before you, but rather falls into the category of 
the many small companies that have such a vital interest in this pro- 
posed legislation. 

Our original purpose and plan, to which we have adhered all these 
years, was to build a sound, financially strong life insurance com- 
pany that could stand up and compete with the largest and smallest 
and offer life insurance protection in which every policy owner would 
have full confidence. 

Our stockholders have accomplished this by leaving a large portion 
of the earnings in the company, knowing full well that it could only 











548 TAX FORMULA FOR LIFE INSURANCE COMPANIES 


earn them the interest it would bring in the market and that the incom, 
from it would be subject to corporate taxes each year, plus another 
tax when they withdraw it as dividends. They felt that, particular} 
during the formative years, their policyowners were entitled to that 
protection. 

We, of course, know that in order to perform the many functiong 
demanded of our Government it must levy and collect taxes, and ap 
perfectly willing to pay our fair share, asking only that our competi. 
tors in the same line of business be taxed on the same basis, without 
discrimination. 

When H.R. 4245 was reported out of the Ways and Means Commit 
tee and almost immediately passed by the House we had so little time 
that we could only hurriedly read it and wonder what its real impaet 
might be on our industry and our company in particular. 

I am frank to say, however, that since I am not an actuary or a tax 
accountant, I am still very uncertain of the meaning of the many 
complicated features of the bill. 

There are some things in the bill, however, that we do understand 
all too well. They are those provisions which on their face show 
discrimination between companies whose only real difference and dis 
tinction is in the name. 

There are several types of organizations engaged in writing some 
form of life insurance, but the two organized on the same sound basic 
principles, generally referred to as old line legal reserve companies, are 
distinguished from each other only by the one word, “mutual,” which 
one of the types has adopted. 

They are both organized under the same general insurance laws of 
the several States for the purpose of conducting a life insurance busi- 
ness within that State, or other States, or other countries of the world 
They go into the market places throughout these whole United States 
in competition with each other and all others, using rates, size, divi- 
dends (so called), and every other possible means to write all the life 
insurance they can possibly obtain. This is something they are entitled 
to do under our laws as commercial enterprises, but not with tax ad 
vantages over their competitors. 

In defining corporations which have adopted the word “mutual” and 
have decided to operate under that plan, such as mutua! life insuranee 
companies and mutual savings banks, the dictionary says their profits 
are to be returned to their policyholders or depositors. Thus from an 
unbiased source we learn that they are organized for profit and that 
these profits are to be distributed to someone—obviously the owners 
of the corporation. 

We are proud of the insurance industry which has grown up in the 
several States of the Union within the past 50 years in direct com- 
petition with the so-called mutual plan. 

This new tax bill, as we read, and at least partially understand it, 
would now, to an extent, stifle this competition. Even though the 
Congress has approached this subject by predetermining that it 
wants $500 million and more from a single industry, and even though 
it may in its wisdom disregard the fact that such a tax may vary as 
between different industries in our country, we cannot conceive of 
the passage of a bill that will be discriminatory as between competitors 
within the same industry. 
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It appears rather odd, incidentally, too, that the predetermined 
amount of taxes was based upon the 1942 law, which you gentlemen, 
the Members of the House, and the insurance industry as well, agree 
isan unsound law. Suppose the Treasury and the Congress had made 
the same approach in the early fifties. It would appear that such an 
approach would be just as logical one year as another, but if taken 
at that time it would not have provided any tax at all. 

It is my feeling, therefore, and it was certainly that of a substantial 
number of the members of the Ways and Means Committee (as indi- 
cated in their supplemental views on pages 87 and 88 of the report of 
the Committee on Ways and Means of the House of Representatives on 
February 13, 1959) that the anticipation of $500 million would not be a 
consideration of this committee in its deliberations on this question 
of taxation of life insurance companies. 

I am sure you gentlemen will agree that we have all had far too 
little time in which to consider all the ramifications of this proposed 
legislation, but we are convinced by the explanation of the bill as 
published by the Ways and Means Committee of the House that there 
are many discriminatory features in it which could conceivably stifle 
the expansion of the life insurance business within the several States 
and concentrate it in a few big companies in a limited number of 
States. 

May I point out a few of these things ? 

Phase I taxes all of the investment income over and above that 
included by contract with the policyholder in the calculation of 
premiums, which is, of course, all of the investment income which could 
petty become subject to taxation. But from a limited study of the 

ill, since it has been made available to us, and without. the Treasury 
Department’s interpretation of it, I am not sure that even this is 
equitably taxed as between the several companies and types of 
companies. 

If a company in its considered judgment determines that it will 
accumulate its reserves on a 214-percent basis, and is then permitted to 
deduct an industrywide average rate which might very likely be nearer 
8 percent, it will then have 0.5 percent on all its reserves as free earn- 
ings which will never enter the tax picture at all because it has been 
freely predicted that the so-called policyholders dividends will 
relieve it of any tax whatsoever in phase IT. 

We are glad to see that an amendment correcting this situation has 
been proposed, thus placing all companies on the same basis. 

Phase II takes up earnings from other sources, all other sources, 
but under the law as written few of the larger, well-managed mutuals 
will ever pay a dime of tax thereunder. 

In a further move to increase the discrimination against stock 
companies, they have even introduced an amendment to this bill 
which would have the effect of permitting them to charge so-called 
policyholders dividends against investment income in phase I and 
thus relieving them from a portion, and in extreme cases possibly all, 
of the basic tax on excess investment earnings which could not con- 
ceivably be any part of the redundant premium. 

Phase III, as now written, cannot possibly be applicable to any 
but stock companies, and is on its face discriminatory. In fact (and 
while I am not by the use of the word even remotely suggesting that 
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it was in anyone’s mind in drafting the bill) it could almost be called 
a punitive measure. It purports to set up a so-called policyholders 
surplus, which most companies already have in adequate amount and 
yet while they are creating this new surplus, which is commendable 
if needed, the stockholders have all their old capital and surplus funds 
frozen, subject to an additional tax on this new surplus, which reduces 
this new policyholders surplus by 52 percent and thus thwarts its 
purpose. 

It would appear perfectly logical and reasonable to permit the 
stockholders to take down their own funds now in the company’s old 
capital and surplus account without penalty to the extent of the gross 
amount on which they have paid taxes in phase IT. 

One item in particular in this proposed legislation which is jp- 
definite and uncertain is the method of handling tax free interest, 
No two companies appear to come up with the same interpretation 
of this. 

In order to protect the credit of our home States we know you will 
want a specific statement in any legislation that may be passed that 
under no circumstances will the life insurance companies be required 
to pay an income tax on this portion of their income, since no one 
else is required to do so. 

Thank you very much. 

The Cuatrman. Thank you very much, Mr. Painter. 

Mr. James P. Swift, Southwestern Life Insurance Co. 


STATEMENT OF JAMES P. SWIFT, VICE PRESIDENT AND GENERAL 
COUNSEL, SOUTHWESTERN LIFE INSURANCE CO.; ACCOMPANTED 
BY CHARLES H. CONNOLLY, ASSOCIATE ACTUARY 


Mr. Swirr. Mr. Chairman and members of the committee: 

I have with me Mr. Charles Connolly, who is a fellow of the Society 
of Actuaries. 

He is an associate actuary of our company. He is here to provide 
any technical information that may be needed in connection with my 
testimony. 

My name is James P. Swift, and I am vice president and General 
Counsel of Southwestern Life Insurance Co., which is a stock company 
organized in Texas in 1903 and now doing business in seven additional 
States. 

At the close of 1958 it had in force in excess of $1.800 billion of 
predominantly nonparticipating business, and assets in excess of $450 
million. 

In round figures and before income tax the net investment income 
for 1958 was $16.265 million, and the bookkeeping gain from opera- 
tions was $6.9 million. 

On 1957 business it paid $1.050 million in Federal income tax 
under the Mills-Curtis law. 

On 1958 business the income tax would be approximately $1.865 
million under the 1942 formula, and $1.960 million under the formula 


of H.R. 4245. 


The life insurance business is disturbed and divided by H.R. 4245. | 
Every kind of life insurance company and association has sought time 


to testify at these hearings. 
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Every witness has found fault with the bill and none has defended 
it without major amendments. My statement will be limited to the 
single proposition that the bill unfairly discriminates against the 
many stock companies and in favor of the relatively few large mutuals, 
and that in that direction lies the possibility of monopoly which is 
contrary to the public interest. 

We subscribe to the assertions, made last November during the 
Ways and Means Committee hearings, by Mr. Claris Adams, vice 

resident, general counsel and spokesman for the American Life 

nvention, that— 
any significant differential in the tax burden would cripple the stock companies, 


particularly the smaller ones, and ultimately would drive them into mutualiza- 
tion or force them out of business (1958 Ways and Means hearings, p. 50). 


And further, Mr. Adams, speaking of large mutual companies: 


[am firmly convinced that a total income approach either in whole or in part, 
will work to the undue advantage of companies of their particular type and 
will in fact discriminate against their competitors as some of their own spokes- 
men have so often and so freely admitted in the past (1958 Ways and Means 


hearings, p. 67). 

We are told that the Congress would never intentionally enact a 
law which would give the large mutuals a tax advantage over the 
hundreds of bona fide stock companies which have so well and faith- 
fully served the insurance needs of the people and the economy of 
their geographic areas of operation. 

We are also told that many of these stock companies are convinced 
that the total income concept of step 2 of the formula will place them 
at a competitive disadvantage Se. can sooner or later destroy them, 
and vest in their large mutual competitors a virtual monopoly in the 
life insurance field and its related investment functions. 

In the light of this apparent conflict between the intention of the 
Congress on the one hand and the convictions of a large segment of 
the life insurance companies on the other, it would appear that some- 
where there has been a breakdown in the lines of communication be- 
tween these insurance companies and the Congress. 

My purpose here is to demonstrate to this committee that the total 
income concept of step 2 as it is now written would impose on the 
stock company segment of our business a tax differential which could 
sooner or later eliminate us from the private enterprise area of our 
national economy. For this purpose I have divided the discussion 
intothree points as follows: 

Point 1. For all practical purposes, step 2 of the formula imposes 
a tax on stock companies which is not imposed on mutuals. 

Step 2 taxes one-half of the-operating gains which are in excess of 
the investment income tax base under step 1. Inasmuch as the mutuals 
are allowed to deduct all of their policyholder dividends from these 
gains, and have unlimited discretion as to how much of the gains 
they will pay out as dividends, it necessarily follows that the policy- 
holder dividends can eliminate step 2 as a tax base for the large 
mutuals. This point seems to be universally admitted but as evidence 
I cite the testimony of Mr. Lindsay at page 36 of the Ward & Paul 
daily record of these proceedings as follows: 


I believe in 1958 there were about $1,400 million of dividends paid to policy- 
holders. About nine-tenths of that amount gets the full benefit of the deduction 
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under this bill, so that very few mutuals in effect would be paying a tag u 
phase 2 because those deductions reduce or eliminate phase 2. [Emphasis mine} 


Stock companies are also allowed some deductions for operati 

gains but not enough to escape a step 2 tax. These deductions include: 
(1) Ten percent of the annual additions to nonparticipating yp. 

serves. Beginning at page 19 of the Ward & Paul daily record, Mr 

Lindsay explains the purpose of this deduction as follows: 

Because of the redundant premiums charged by mutual life insurance com. 
panies, they have an additional cushion besides their surplus with which to meet 
possible adverse operating experience. Stock companies, with their lower initia) 
premiums, do not have this cushion and, consequently, must maintain a larger 
surplus. In recognition of this situation, the bill provides a deduction of 10 
percent of the net increase in reserves on nonparticipating life insurance eop. 
tracts. This special deduction is limited to the step II or underwriting gain por. 
tion of the tax base. It would not be permitted to reduce the net investment 


income base. 

From page 7 of the report of the Committee on Ways and Means 
it appears that this deduction may also be intended “to reduce the 
relative impact of policyholder dividend distributions.” Whatever 
its basic purpose may be, it is perfectly obvious that any decrease jp 
the deduction can serve only to increase the discrimination against 
stock companies. 

(2) Two percent of the annual premiums from group, life, accident, 
and health policies. The purpose of this deduction is stated by Mr. 
Lindsay as follows: 


This allowance is patterned after the reserve requirements of two States for 
purposes of strengthening the financial safety of companies conducting this kind 
of business (Ward & Paul daily record, p. 20). 


Obviously, this deduction is available to mutual as well as to stock 
companies. 

(3) A possible deduction under the provision allowing the use of 
net level premium reserves instead of preliminary term reserves. This 
is apparently a small company consideration and could reduce the 
tax of some small stock and mutual companies. It does not and will 
not affect the tax liability of our company. 

That step 2, after deductions, is expected to produce revenue is re- 
flected by the testimony of Mr. Lindsay at page 22 of the Ward & Paul 
daily record as follows: 

The chairman asked this question: 

As I understand it, step 1 is expected to bring in a revenue of $500 million. 
Step 2 brings in a revenue of between $45 million and $60 million. 


Mr. Lindsay answered: 
That is correct. 


Attached to this statement and marked “Exhibit A” is a sheet of com- 
putations prepared by my associate, Mr. Connolly, to reflect a com- 
parison of the impact of H.R. 4245 on the 1958 operations of our com- 
pany as a stock company, and also as if it were a mutual] operating 
the usual mutual pattern. It assumes that proposed amendments will 
be adopted with respect to the deduction rate and that, in fact, the 
step 1 tax will apply uniformly to stock and mutual companies. It 
shows that both twins would be taxed equally under step 1 where each 
would pay Uncle Sam $1,245,000. But it also shows that the stock 
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company twin would be taxed $589,000 under step 2 while the mutual 
twin would pay nothing under this step. 

In summation of point 1, we submit that step 2 is intended to pro- 
duce substantial annual revenue; that all or practically all of such 
revenue is to be exacted from the stock companies with the mutuals 
home free, and that on comparable operations the stock company with 
normal operating gains would pay substantially more taxes than its 
identical twin. 

Point 2. The tax differential could force many stock companies 
out of business. 

Every life insurance company, stock or mutual, is basically divided 
into two departments. One designs and sells policies and the other 
invests and manages the reserves and other assets of the company. 
In both fields the mutual and stock companies compete among them- 
selves and against each other under the same ground rules. They 
offer the same kinds of policies to the same buyers in the same mar- 
kets under the same agency system. ‘They make the same kinds of 
investments and loans in the same money markets, and in every re- 

t they are governed by the same or similar State laws. 

As said by the Supreme Court in Penn Mutual v. Lederer, (252 
U.S. 523) : 

The real difference between the two classes of life companies as now con- 
ducted lies in the legal right of electing directors and officers. In the stock 
company stockholders have that right; in the mutual companies, the policy- 
holders who are members of the corporation. 

The successful companies in both categories will normally have in- 
vestment income and so-called gains from operations at the com- 
pany level. The testimony of Mr. Guest, vice president of the Massa- 
chusetts Mutual Life Insurance Co., at page 221 of the Ward & Paul 
daily record, contains statistics showing that the net cost to policy- 
holders is practically identical as between stock and mutual 
companies. 

This competition is conducted on a policy by policy, agent by agent, 
and company by company basis, and is not merely a competition be- 
tween the mutual companies on the one side and the stock companies 
on the other. When competition is as finely balanced as this, it is 
inconceivable to me that a particular company, either stock or mutual, 
or any class of companies, could long survive against the excess oper- 
ating expense of the tax differential here demonstrated. 

You will remember that in the twin company comparison we 


showed that the stock twin paid a total of $1,834,000 while the mutual 


twin paid only $1,245,000. This makes a differential of $589,000 in 
money, and burdens the stock company with 47 percent more tax than 
its mutual twin. 

I may be wrong, but in terms of my grade school arithmetic it ap- 
pears to me that the stock company saddled with that kind of handi- 
5 is not long for this world. 

n summation under point 2, we submit that if the tax differential 
proposed by this bill is imposed on our company and others similarly 
situated for any appreciable period of time, 1t can sooner or later 
force us out of business. 

Point 3. The discrimination is caused by the deduction for policy- 
holder dividends. 


87532—59——36 
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On its face the bill purports to treat stock and mutual Companies 
alike. The tax is levied on net investment income and on operat 
gains of both stocks and mutuals, and the discrimination results from 
the practical effect of the deduction for dividends to policyholders 
(sec. 811). In practice the deduction does not apply to hundreds of 
stock companies which write mostly nonparticipating, guaranteed 
cost business. But it does apply to the large mutual companies which 
write mostly participating ma In terms of cause and effect, it 
is the deduction for dividends to policyholders which effects the dis. 
criminatory and destructive tax differential against the many stock 
companies and in favor of the few large mutuals. 

This situation seems to compel a searching examination of the ng. 
ture of the policyholder dividend. I am not an actuary nor am ] 
qualified by training, experience or otherwise to testify on this com. 
plicated subject. However, from my hasty inspection of the court 
decisions as a lawyer, and from the testimony of other witnesses on 
the subject already in this record, I am persuaded that policyholder 
dividends carry no legal immunity from tax and that in their make- 
up they include some profit and new wealth earned by the mutual 
company on the investment of its reserve and surplus funds. 

I believe the committee would be interested in the discussion of 
these dividends by the Supreme Court in Penn Mutual Life Insurance 
Company v. Lederer, 252 U.S. 523, which has already been mentioned 
in the record. 

Some witnesses have taken the position that the policyholder divi- 
dend is strictly a price adjustment involving only the return of un- 
used capital in the form of premiums. Mr. Lindsay has suggested that 
in the neighborhood of 10 percent is an interest increment. The.record 
does not contain a mathematical demonstration of the truce sources 
of these dividends as paid by a representative number of mutual com- 
panies over a significant period of time. 

I am told that in 1954 the joint tax committee of the American Life 
Convention and Life Insurance Association of America considered a 
tax formula involving a tax on 25 percent of policyholder dividends, 
and that there was a substantial agreement among mutual companies 
that this figure would represent a reasonably accurate average of the 
earnings increment in the dividends. 

Let me make it crystal clear that we do not suggest or desire that 
the Congress impose any unfair or unreasonable tax on policyholder 
dividends or any other operation of our mutual company competitors. 
We have many fine friends among the great mutual companies, and 
our wish and hope is that the life insurance business, as it 1s now con- 
stituted, may be able to continue to provide the American people with 
the finest and most efficient life insurance service through a system of 
fair and equitable competition without tax advantage for either mu- 
tual or nn companies. 

Certainly the public interest would be well served by the most care- 
ful efforts of the best qualified experts to prevent the discriminatory 
and destructive tax differential from becoming law, whether such 
prevention be accomplished within or without the framework of the 
bill. 

As the conclusion of this statement I wish I could submit a fair and 
equitable tax formula that would be acceptable to the Congress, the 
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Treasury Department, the life insuranee companies, and the plain 

ple who must ultimately pay the tax as a part of the cost of their 
msurance. ‘That I cannot do, and I respectfully suggest that it has 
not yet been done in these hearings. 

Ever since the bill was introduced in the House and first became 
available to me—just 37 days ago—I have been in almost constant 
contact with many of the outstanding actuaries, accountants, and tax 
lawyers in our business, and to this good moment no two of them have 
yet agreed on how the formula should be written or, for that matter, 
how the bill in its present form would affect the present and future 
operations of their own companies or the tax receipts of the 
De trement. 

The difficulty inherent in trying to fit an operation so completely 
unique as the life insurance business into a tax pattern designed to 
apply to general corporations, and the proposition I have been urging 
here today, have both been aptly demonstrated by Mr. Shanks, presi- 
dent of the Prudential Life, in his testimony at the House hearings 
last November when he said: 

If we resort to a total income type of tax, we can do a fair job of equalizing 
the position of life insurance stockholders and stockholders generally, but we 
create a possible competitive advantage in favor of the mutual company over 


the stock company just because of the built-in flexibility afforded by the re- 
dundant premium and the policy dividend (p. 217). 


As a possible way out of the present unhappy situation we sug- 
gest the following procedure: 

First. Remove the legislation from the status of a crash program 
by some temporary method by which the Treasury Department can 
collect the $500 million it has requested on 1958 business. Five hun- 
dred million dollars may or may not be too much on a permanent 
basis, but at least it is a reasonable price to pay to avoid the possible 
tragedy of falling from the frying pan into the fire. 

Second. Provide the $500 million by either reenacting the Mills- 
Curtis law with adjustments in the amount of tax and for the specialty 
companies, or enact H.R. 4245 amended to eliminate step 2, or do 
nothing and let the 1942 formula apply under the existing law. I 
want the record to show that I am not suggesting or defending the 
1942 formula for any purpose other than the purely temporary one 
involved in this recommendation, which takes into consideration the 
fact that it is the existing law on which all companies estimated, or 
should have estimated, their tax liability on 1958 business. 

Third. Give the industry and the Treasury Department until Sep- 
tember 1st, or some réasonable and specific date, to come up with an 
acceptable formula to be enacted into law before the returns are due 
on 1959 business. As reflected by these hearings, the industry is in a 
state of disruption and disagreement with respect to this matter. It 
is conceivable that a reasonable cooling-off period could restore the 
unity and harmony that has traditionally existed on the tax issues 
within the business until the rift arose between the mutual and stock 
companies within the past year. 

It is also conceivable that these hearings have demonstrated the 
necessity of a cooperative effort of both types of companies if we are 
to preserve for the American people the best life insurance service 
on both the participating and the guaranteed cost basis. 
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Thank you, Mr. Chairman. 

The Cuarrman. Thank you, Mr. Swift. 

Are there any questions? 

Exhibit A will be inserted in the record at this point. 
(Exhibit A follows:) 


ExHIBir A 

















————___ 
| Company A | Company B 
| (nonpartici- (partici. 

pating) pating) 
J dma iciaaosdl -~|—— 

SNS doncnanancscens aoe ae spender | $47,971, 000 | $53, 97 

2. Net investment income................... scenabidlis anigiimenaiabicabiitipsetunaeatilets | " 16, 265, 000 | 16, 265, 000 

3. Wétal inéomess so 022.622 555. x ee _.--.----| 64,236,000} 99 xe, 

cal dscns sie eteeteinnigeiininne- since nee 27 Std oe 

gs Bis secer eee doce cnc ees a ee ; 9, 248,000 | 10, 685, oN 

6. Reserve increases. ................-....- teehdi, ee nneee---+--------} 20,166,000} 20, 560.099 

7. Charges against income except dividends and taxes-- -- bedda 57, 258, 000 | 50, 048, on 

8. Dividends to policyholders. ............-.... 27 Se ee Lhctesite 8, 443, 000 

TAX COMPUTATION hee 
(a) Investment income 

9. Net investment income_.-- a . 16, 265, 000 | 16, 285, 000 

10. Tax-free interest, interest paid, ‘and similar adjustme WOR. s bats snisdedd | 1, 301, 000 | 1, 301, 00 

11. Deduction for reserve interest.............. s aihhieilinintaiiiameninsmaael 12, 570, 000 12, 570, 000 

12. aces hehtobabblasicsblin alt te sae es ebl Se 000 | 2, 394, 000 

13. Unadjusted gain from opel rations (line 3 less line 7) __- -- : fn 6, 978, 000 11, 188, 000 

14. Nonpar deduction... ................-.....-.- ks odabedoodéd . i 1, 7, 0001... eee 

15. Tax-free interest, etc_- li Ie al na : 763, 000 | 763, 000 

16. Policvholder dividends paid cagunientetabesiobenteindih ‘ | 8, 443, 000 

17. Maximum dividend credit allowed !..........._. ; 8, 031, 000 

18. Adjusted gain from operations (line 13 less lines 14, 15, and 17 4, 658, 000 | 2, 304, 000 

19. Smaller of line 12 or line 18_. ih SR es - 2, 394, 000 | 2, 304, 000 

20. 50 percent of excess line 18 ee h, My SOe becca anaes 

21. Step I tax (52 percent of line 19)__.........__.._.._- LAS | 1,245,000 | «1, 245, 000 

22. Step LI tax (52 percent of line 20)............ ete tieaa i ateliiiaa ail 589, 000 |-----220--e0e- 








1 Limit is the excess of gains adjusted for tax-free interest, etc., over step I tax base. 


This exhibit compares the tax of company A, Southwestern Life with company 
B, adjusted to be a twin mutual. The figures used for company A are the actual 
round number figures of Southwestern. The same figures are applied to con- 
pany B with the following adjustments to conform to normal mutual company 
operations : 

1. Mutual premiums are assumed to be 1214 percent higher. 

2. Mutual expenses are assumed to be 15 percent higher. This assumption is 
based on a comparison of Southwestern’s renewal expense ratio per $1,000 of 
$3.55 with an average of $4.09 for the 14 largest mutuals. (See Best’s Life Re- 
ports, 1958. ) 

3. The increase in Mutual reserves is assumed to be 2 percent higher than 
Southwestern’s increase because of the traditionally lower interest rate used 
by mutuals for reserves. 

Mutual dividends were calculated so as to produce an increase in surplus of 
7.3 percent of the increase in reserves. This is the average increased in sur- 
plus of the 14 largest mutuals. (See Best’s Life Reports, 1958.) 

Reserve comparisons were based on approximate adjustment methods and 
in H.R. 4245. 


The Cuarrman. Any questions? 

Senator Kerr. 

Senator Kerr. I am interested in the life expectancy of this set of 
twins you have created. 

Senator Gorg. Identical. 

Senator Kerr. Yes. Where isthe exhibit that sets forth what would 
happen to them ¢ 
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Mr. Swirr. At the back of the statement, Senator Kerr. I hope it 
ison yours. 

Senator Kerr. Is that exhibit A ? 

It is estimated, I believe, that the policyholders under company B 
would pay $6 million more premiums than the ones under company A. 

Mr. Swirr. Yes, sir, 

Senator Kerr. But you estimate that they would receive $8.443 
million back in dividends. 

Mr. Swirt. Right. 

Senator Kerr. Where does that differential come from ? 

Mr. Swirr. Senator Kerr, I am going to ask the expert on my right, 
Mr, Connolly, to give you the answer to that question. 

Mr. Connotty. Senator Kerr, | interpret that to be a distribution 
of the earnings of this corporation to the owners of the corporation 
who are the people who own the policies. The fact that there is a 
considerable element of earnings in policyholder dividends, I think, 
isa very important point that the statements on frequent occasions 
that dividends are simply a price adjustment is not the full facts in 
the case. 

Senator Kerr. That is the statement with which you do not agree? 

Mr. Connotiy. That is right. 

Senator Kerr. Well, now, you don’t mean that company B earned 
that additional $2.443 million on the $6 million ? 

Mr. Connouty. No, sir; that is earnings on the whole operations of 
the corporation. 

Senator Kerr. Well, now, doesn’t company A operate on a basis 
just pe penttanis with reference to what its assets are as company B? 

Mr. Connotiy. Yes, sir. 

Senator Kerr. Does it then have the $8.443 million to distribute 
tosomebody ? 

Mr. Connotiy. No, sir; it would be the $2.443 million. The $8.443 
million, $6 million of it 

Senator Kerr. Was in excess premiums. 

Mr. Connouiy. Redundant premiums. 

Senator Kerr. Excess premiums. 

Mr. Connoity. Yes. 

Senator Kerr. But it does have the $2.443 million ? 

Mr. Connouiy. Yes, sir. 

Senator Kerr. What does it do with it? 

Mr. Connouty. In our case we paid out to our stockholders $1.350 
million. We added the other to surplus. 

Senator Kerr. In other words, then, on the one hand you take the 
position that company A should be permitted to transfer how much 
tosurplus ? 

Mr. Connotiy. The dividends to stockholders plus what I would 
consider stockholders’ surplus would total $2.443 million. 

Senator Kerr. And of that, how much went to stockholders’ 
surplus ? 

Mr. Connotiy. The difference between that and $1.350 million, 
which would be $1.093 million. 

Senator Kerr. $1.092 million to surplus, and a million how much 
todividends? 

Mr. Connouiy. $1.350 million. 
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Senator Kerr. Yes. How much tax did company A pay? As 
Mr. Connotiy. This tax figures a total of $1.834 million. This jg pany 
calculated with the use of actual earned rates rather than the dedue. refere 
tion rate as provided by the bill, which causes perhaps $100,000 differ. identi 
ence in the tax. Mr. | 
Senator, if I may add a point here in explanation of the $2,443 Sen: 
million. It is my feeling that to a great extent that represents g refere! 
distribution of investment income which was subject to tax in phase], | — Mr. 
Senator Kerr. Do you think that that tax paid by company A Sen 
should be any less, or that taxes paid by company B should be more! cialty 
Mr. Connotty. I feel that probably both things should be true, to | Mr. 
bring about equalization. | mium 
Senator Kerr. But that you think that they should pay the same Sen 
amount of tax? that. : 
Mr. Conno.iy. Yes, sir. Mr 
Senator Kerr. In other words, you think that what company A my p 
pays to stockholders should be as free of tax as what company B Wi 
pays to policyholders ? shoul 
Mr. Connotty. I think that it should be taxed equally: yes, sir. | ie 
Senator Kerr. Well, now, maybe Mr. Swift would answer that to th 
question. free. 
Mr. Swirr. That isn’t exactly my idea, Senator. I think that the | Se 
tax should be equalized so that it falls with equal impact on both | taxf 
companies. | M 
Senator Kerr. Well, now, you said that. shou 
Mr. Swirr. I think that can be done—— that 
Senator Kerr. I asked you the question, Do you think that what- Si 
ever company A pays to its stockholders should be just as free of tax M 
as whatever company B pays to its policyholders ¢ whi 
Mr. Swirr. So far as the interest increment or the earnings from beer 
investments, I think that is true. | wit! 
Senator Kerr. What about earnings from underwriting and other | I 
operations than investment ? tha 
Mr. Swirr. I think the true redundancy in premiums, whatever con 
that is, should be returned to the policyholders as a policyholder den 
dividend free of tax and as a return of capital. But I make the dis- ‘ 
tinction between the return of the redundant premium and an addi- ‘ 
tion to the policyholder dividend of earnings on the invested funds thi 
of the company. 
Senator Kerr. Well, you told me that so far as that item is con- op 
cerned, you think that whatever the stock company pays to the stock- op 
holders should be just as free of tax as whatever the mutual paysto | . 
the policyholders, insofar as that item of income is concerned. | W 
Mr. Swirr. Yes. 
Senator Kerr. But I asked you what you thought about the treat- ad 
ment of the earnings of either of them with reference to underwrit- 
ing profit or profit from other operations. pe 
Mr. Swirr. Well, I think whatever profit a stockholder of a stock 
company gets out of his company is taxable, it is profit, it is taxable. ay 
But I think the redundant premium thing is not a profit. That isa 
return of capital. I don’t know whether I understand you or you e 





understand me. Pp 


Senator Kerr. Well, you do, you have done a mighty good job of 
answering just what I have asked you. 8 
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As I get your position, it is that you believe that whether a com- 
any operates as a stock company or as a mutual company, that with 
reference to investment income the tax applicable to them should be 
identical. 

Mr. Swirt. That is right. 

Senator Kerr. But I haven’t understood what your position is with 
reference to their other gains from operations 

Mr. Swirt. I think the other gains from operations—— 

Senator Kerr. Whether you call it underwriting profit or spe- 
cialty profit, or what not. 

Mr. Swirr. Well, I suppose we could call it the redundancy in pre- 
mium, that is what I am talking about. 

Senator Kerr. But there are other gains from operations than 
that. are there not ? 

Mr. Swirr. Senator, I think there are, and maybe I didn’t make 
my position on itclear. Maybe I can doit this way: 

Whatever gains from operations are made in the competitive field 
should be taxed alike. 

Now, there is not a competitive field in the redundant premium, and 
to the extent of the redundant premium the mutual should be tax 
free. 

Senator Kerr. You mean the redundant premium return should be 
tax free ? 

Mr. Swirr. That is right. And the rest of it should be taxable, or 
should be equalized. I don’t say it should be taxable, Senator. I say 
that equality should be done there between the stock and the mutual. 

Senator Gore. How do you do that? 

Mr. Swirr. Senator Gore, that is a highly complicated question, 
which has been discussed quite a bit here. It seems to me there has 
been—we have skirted the edge of that question with a good many 
witnesses, and I don’t have the answer. 

Iam told that the answer is determinable; that is, that you can take, 
that one of the large mutuals can take their own figures and they could 
compute what dividends they paid and what the sources of those divi- 
dends were over a period of years. 

Senator Gorr. Excuse me, Senator Kerr. 

Senator Kerr. That is all right. Anything that contributes light to 
this situation is welcomed by me, sir. 

I see in this exhibit A that company A had unadjusted gains from 
operation of $6,978 million; company B had an unadjusted gains from 
operations of $11,188 million. 

Under company A you talk about a nonparticipating deduction. 
What is that ? 

Mr. Swirr. That is that 10 percent that is in the bill now, 10 percent 
additional nonparticipating reserves. 

Senator Kerr. I don’t see any similar item in the column for com- 
pany B. 

Mr. Swrrr. Senator, I am going to ask Mr. Connolly to take over 
again on his exhibit here, if you don’t mind. 

Mr. Conno.iy. No, sir, that is the differential extended to stock 
companies because of the fact that we are not collecting redundant 
premiums. 

Senator Kerr. Well, does that go to your policyholders or your 
stockholders ? 
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Mr. Connotiy. We look at it as a required surplus item if we are 
going to stay in business and be healthy. We feel that we must main. 
tain a.surplus of at least 10 percent of our reserves because we haye 
on] 

Senator Kerr. But this is 10 percent of something else besideg re. 
serves, is it not? 

Mr. Connotty. It is 10 percent of the increase in life insurance re. 
serves. You will note in line 6 our increase in reserves is actually $20 
million. 

The bill 

Senator Kerr. Wait a minute, let me get line 6. 

Yes, I see that. 

Mr. Connouuy. Our increase in reserves are $20 million; 10 percent 
of that would be $2 million, but a portion of that $20 million increase 
came on annuity and group reserves which are not granted the 10-per- 
cent nonparticipating surplus addition. 

Senator Kerr. You don’t write policies that do not carry premiums 
sufficient to meet the reserve requirements, do you? 

Mr. Connouiy. Yes, sir, we do. We have some on the books. 

Senator Kerr. You do. I mean, this is talking about new ones, 
Are you doing that now on the new business you write? 

Mr. Connotty. Well, in this work here there is no deficiency reserve 
element which I believe you are referring to. 

Senator Kerr. I thought you said the reserve increases came about 
from new business created. 

Mr. Connotuy. No, these— the $20 million of reserve increase is on 
operations of all of our business whenever issued. Our reserves 
went up—— 

Senator Kerr. How much of that additional $20 million reserve is 
in addition to what is on the books, and how much of it is in reference 
to new business? 

Mr. Connouty. I don’t have that figure, Senator, but I would 
say 

Senator Kerr. Would you make an estimate ? 

Mr. Connotty. I would say a rather small portion of it was put up 
in new business, perhaps 10 percent. 

Senator Kerr. It looked to me like this 10 percent deduction here 
which gives you $1.5 million is a pretty substantial item. 

Mr. Connouxy. It is asubstantial item. 

Senator Kerr. And free from tax, is it not? 

Mr. Conno.yy. It is a substantial item. 
our policy owners, I mean our stockholders, because of phase 3. 

Senator Kerr. You cannot take the position now that you have to 
have it as an increased reserve and at the same time distributable to 
stockholders, can you ? 

Mr. Connotiy. No, sir. I am thinking of the remote possibility of 
a considerable reduction in business, then the 10 percent works the 
other way. 

Senator Kerr. If this committee can figure out how much of these 
so-called dividends are actually cash adjustments or redundant pre- 
mium returns, your position is that that should be free from tax, the 
principle you approve, and the burden then is on this committee to 
determine what amount comes within the meaning of that principle. 

Mr. Connotiy. Yes, sir. 
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Senator Kerr. Any difference between us, if we believed that, would 
be as to your interpretation or our interpretation of what part of 
that dividend is actually adjustment of premiums ? 

Mr. Connoizy. Yes, sir. 

Senator Kerr. Thank you very much. 

The Cuarrman. Senator Williams. 

Senator Witx1aMs. I have just one question in connection with these 
two charts of company A and B. 

You show company A paying $589,000 tax more than company 
— 

Mr. Connotzy. Yes, sir. 

Senator Wiiu1aMs. But in the same chart you indicate that com- 
pany B’s expenses would be about $1.790 million greater than—TI no- 
tice you say that that is in recognition that mutual expenses are going 
to be greater. 

If their expenses are greater, you would expect their tax likewise 
to be less, would you not, because in your item 13 you have $11.188 
million, and $6 million of that would be accounted for by increased 

remiums, which you admit should be taxed, deductible when sent 
back, and that would leave $1.790 million as expenses. 

Mr. Connotiy. Yes, sir. 

Senator Wiiurams. And would that not account for the fact there 
would be less tax in company A than B? 

Mr. Connotiy. It would certainly have an influence on it. 

Senator Witurams. That is all. 

The CuarrmMan. Senator Gore. 

Senator Gore. Mr. Swift, you say every witness has found fault 
with the bill and none have defended it without major amendments. 
Many of the witnesses have opposed the bill outright. Do you recall 
any 

Mr. Sw'rr. No, I don’t, Senator Gore. It seems to me that the re- 
frain has been, “I am in favor of H.R. 4245 with or but,” with certain 
amendments, but for certain exceptions. 

Senator Gore. Do you sing that same refrain ? 

Mr. Swirr. I do, Senator. I am not concerned whether the tax 
be imposed under H.R. 4245 or any of the prior laws or some new 
formula not yet devised, or at least not yet evidenced. 

My sole consideration is that the tax be equally imposed. 

I think the stock companies of this country have performed a ter- 
rific service for people-in their areas all over this country. 

Senator Gore. But you haven’t given us any definition of what you 
mean by the term “equally imposed.” 

Mr. Swirr. Well, it doesn’t seem to me that that is a very compli- 
cated situation. 

Senator Gore. If you mean that all of the income should be taxed 
alike and no deductions permitted for refund or dividends to stock- 
holders, then why don’t you say so? 

Mr. Swirr. Well, I think in fact in effect I have. I have said that 
the distinction between stock and mutuals occurs in phase 2 of the tax, 
and the reason that that distinction or differential occurs is that the 
stock companies pay on a tax base which the mutuals do not pay on. 

Now, that is a highly complicated situation as to how much of 
that base that the stock companies pay on should be paid on by the 
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mutuals, or vice versa. But there is some—so I am told by the 
actuaries—I suppose I am somewhat in the same situation you a 
Senator, I believe you are a lawyer and I am a lawyer, and in that 
sense we are both advocates, and we can only find out about. those 
things by inquiring and I have inquired of many actuaries and many 
accountants, and that is the solution I get from them. 

Senator Gore. As a lawyer you have told us three times in your ap. 
pearance that if this bill is enacted in its present form that it, and 
I read, “could sooner or later eliminate us from the private enter- 
prise area of our national economy.” 

You haven’t said it would; you have said it could. 

Do you think you would be willing to substitute “would” as a pre- 
diction of the dire results that would flow from the enactment of 
this bill ? 

Mr. Swirr. No, I don’t believe I would, Senator, and I don’t be. 
lieve you would. 

Senator Gorg. I would not. 

Mr. Swirr. I don’t believe this committee wants to discriminate or 
that Congress wants to discriminate. 

I don’t think, if the discrimination is in this bill today, I don’t 
think it would break Southwestern Life Insurance Co. in the: next 
few years, because we have been a pretty conservative company. We 
are carrying in capital and surplus a 15 percent ratio with our 
reserves. We have been conservative and we can take some losses, 

We may get some from the tax, and we may get some also from 
the thing that this Congress is afraid of. This Congress now is ap- 
propriating tremendous sums of money, I don’t know the per- 
centage, in the budget, that have been appropriated here for defense 
against an atomic war. 

Now, if that is a reality, if that is a true, proper fear, then I say 
to you that our life insurance company reserves, as required by the 
statutes of the States, have a good chance of being insufficient, if we 
have an atomic war fought here on our home field. Maybe our 
reserves aren’t going to be enough. 

If that isn’t a reality, if we aren’t in real danger of an atomic 
war on our home grounds, then we can cut the appropriations and we 
can cut the taxes. Maybe we could get this thing down to a pretty 
insignificant problem, Senator. 

Senator Gore. I am afraid that is a question we cannot settle here. 

You say that stock companies do not—I will read your whole 
sentence: 

Stock companies are allowed some reductions for some gains, but are not 
enough to escape a step 2 tax. 

Do you think that stock companies should escape tax on phase 2! 

Mr. Swrrr. Senator, I think they should escape tax on phase 2 from 
income if the mutuals are going to escape in income situations. If in 
the policy dividend : 

Senator Gore. Wait a moment, and listen to what you have said. 
If you take that position seriously, then your answer must be “Yes” 
to Senator Kerr’s question, if you think that policyholders’ dividends 
should be treated taxwise in the same way as distribution to stock- 
holders. 

Mr. Swirr. I guess I have gotten off the track somewhere. My 
answer to Senator Kerr was—— 
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Senator Gore. I think you are on the track, but I think you are on 
a double track. 

We have mutual companies and stock companies. I take it you do 
not advocate that Congress pass a law orehibiting mutual companies 
from ere 

Mr. Swirt. Certainly not. 

Senator Gore. Therefore, we must devise a tax bill that fits the 
operations of both. But you have said that you think that stock 
companies should escape all taxes under phase 2 if mutuals do. 

Mr. Swirr. Well, that isn’t what I intended to say. If I said that 
I did not 

Senator Gore. Will you say what you intended to say ? 

Mr. Swirr. Yes. I think, and I believe what I said in answer to 
Senator Kerr’s question was that it is my opinion that the mutual 
companies rightfully escape tax under phase 2 to the extent of the 
redundancy of the premium. But that on any other gains they are 
the same type of gains that are made by the stock company, and that 
the mutuals and the stocks should be equally taxed on those gains. 

Senator Gore. Again you say: 


A tax differential could force many stock companies out of business. 


Do you make the prediction that it will or that it would? 

Mr. Swirr. Oh, yes, I think that ultimately, if the stock companies, 
astock company doing the same operations as a mutual company, had 
to pay 47 percent more in its cost of operations because of a tax dif- 
ferential, year in and year out, that it couldn’t go too long. 

Senator Gore. Well, now, the tax under phase 2 applies to only a 
portion of the net profits. 

Mr. Swirr. That is right. 

Senator Gore. How is a man forced out of business by paying taxes 
on only a portion ofthe profits he makes from the conduct of the 
business ? 

Mr. Swirr. Because sooner or later the mutual that pays 47 per- 
cent less tax is going to reduce its premiums down to where the stock 
companies can’t compete. 

Senator Gore. As long as it was making a profit competing, and 
paying a tax on only part of that profit, how would the tax force it 
out of business ? 

Mr. Swirr. Because the mutual is not paying any tax on that profit. 
Therefore, it has got that much tax money with which to reduce its 
price. 

Senator Gore. I know. Let’s just keep going as far down the line 
as you want to go. 

Your company is paying taxes on only a part of the profit it makes 
from its business, which is in competition with the mutuals, and so 
long as you continue to make a profit and so long as you continue to 
pay a tax on only a portion of that profit, how is the tax going to force 
you out of business? Could it, or would it? 

Mr. Swirr. Well, I think it could, and I think it would for the 

reason I tried to state. 
_ Senator Gore. If you decided to quit of your own volition, that 
is one thing, but I don’t know how a tax that applies to only a por- 
tion of your profits is going to drive you into Saalicsaner: if you have 
4 profitable operation you don’t have a bankrupt operation. 
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Mr. Swirr. If the mutual companies had a more profitable oper. 
tion because of a tax differential, then it seems to me that the mutuals 
are going to cut their price structure. That is going to reduce thei 
profit; it is going to reduce the profit of the type of company that js 
paying more taxes, and it seems to me that ultimately you would get 
down to the point where the tax-free company would be making q 
eed nice little reasonable profit, and the taxed company would be 
osing money, and at that point they would go out of business. 

Senator Gors. Thank you, Mr. Chairman. 

The Cuarrman. Thank you, Mr. Swift. 

Mr. Swirr. Thank you, sir. 


(Mr. Charles H. Connolly subsequently submitted the following 
for the record :) 


This discussion concerns itself with the distribution of profits by a mutual 
company. : 

A mutual company has three sources of profits or loss which enter into the 
dividends it distributes in addition to premium redundancy it returns. These 
three sources are investment income, expenses, and mortality. The amount of 
profit from investment income is determined in the phase I base, but the other 
two profit sources are extremely difficult to analyze, and it would indeed be a 
feat if these items could be determined within the framework of a tax bill. 

As long as the last two cannot be easily determined, we are led inevitably to 
an approximation as to the total profit from all sources which is distributed, 
One such approximation considered seriously some years ago was that 25 per- 
cent of dividends represented profits, but this does not properly treat companies 
with high or low, rather than average, levels of premium redundancy. A figure 
approximately the same in aggregate and probably more equitable between 
individual companies would be taxable investment income in phase I after 
deduction of the tax. Admittedly, a large part of such interest will be distributed, 
and the balance is a fair representation of other profits distributed. Only two 
things can be done with profits as they accrue—either they must be paid out as 
a part of the dividend, or they must be added to surplus. This is true regarding 
each of the three sources of profits. This in effect says that all investment in- 
come profits after tax are paid out, and that all other profits are added to sur- 
plus. This says one profit is distributed and other profits go to surplus but the 
approximation in total is all that really matters. 

How does this fit with the present tax law? After determining the phase I 
base, we deduct from the net gain from operations (1) the phase ~ base and 
(2) all dividends. Wethen tax half the remainder (ifany). But in this process 
we have deducted the phase I base remaining after tax twice, once when we 
deducted the base itself, and again when we deducted the profit element of the 
dividends. This inadvertent double deduction results in understanding taxable 
gains in the mutual company under phase IT. 

As an example, compare the computations below under the present double de 
duction approach and the recommended approach : 


“Double Recommen- 
dation 




















deduct” 

Ce Peentis taventasent Mote. ks db ak ibe ete coset deen dsddialincnes | 671, 903 671, 18 
I lind cen len noep hoes bunds 349, 390 349, 390 
(3) Taxable investment income after tax_............-.-.-.....-..--.- 322, 513 | 322, 513 
Gain from o tions before dividends. ...............-......-..--...--..--- | 1, 850, 085 1, 850, 065 
Subtract: Phase I base. _.......-- alia i ieee Se ee ae 671, 903 671, 98 
Neen ence net pbecoubdinebeeulonahh 1, 187, 182 1, 187, 182 

oe Se SL a a nenh dee aeddennoouenanesn edie 1, 372, 968 1<.--pcsesmee 
or ‘ 

Oe et onbetdied Ds ote eee eeneosl 1, 050, 475 
I Nk ee enshel-chboomuieed —185, 806 136, 707 

2 oo) Sn nsarageapeceneecesqoenseqenl 0} 35, 544 


| 





™ Nore.—Figures are the total of 34 mutuals in thousands as given in Mr. Guest’s testimony before Senate 
Finance Committee. 
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(Mr, Swift subsequently submitted the following for the record :) 


Datxas, Tex., March 24, 1959. 
ate FINANCE COMMITTEE, 
New Senate Office Building, Washington, D.C.: 

In my testimony on H.R. 4245 I suggested that the policyholder dividend 
which is entirely deductible by mutual companies in step 2 contains an element 
of profit and new wealth which is taxed in the hands of stock companies. Sub- 
sequent but incomplete studies by our Mr. Connolly indicate that this element 
of profit will average approximately 25 percent of the dividend. Mr. Lindsay 
testified, “I believe in 1958 there were about $1,400 million of dividends paid to 
policyholders.” Twenty-five percent of this sum would be $350 million which, 
if not deductible would wipe out the negative balances in step 2 and produce 
more than $35 million in additional tax money. Details of our studies are 
available on request. Please include this telegram in the record as a part of 


my testimony. 
James P. Swirt. 


The CuarrMan. There is a joint session of the Congress, and we 
shall adjourn until 2:30. 

(Whereupon, at 12:15 p.m., the committee recessed, to reconvene 
at 2:30 p.m., this same day.) 


AFTERNOON SESSION 


Senator Kerr (presiding). Senator Carlson. 

Senator Carison. Laurens Williams, who formerly served in the 
Treasury, has made some—what he calls an analysis of this bill in 
what he calls some technical deficiencies, and I ask unanimous con- 
sent that his statement be made a part of the record. 

Senator Kerr. It will be made a part of the record. 

(The document referred to follows :) 


MEMORANDUM RE TECHNICAL DEFICIENCIES IN H.R. 4245 


In our study of H.R. 4245 we have noted three areas in which we 
believe draft changes, of a technical nature, should be made. They are— 

1. Distortions of deductions for dividends to policyholders in the opening 
year. 

2. Bizarre and unintended results in application of section 817(b) relating 
to capital gain on dispositions of property acquired or deemed acquired before 
December 31, 1958, where the property has a “substituted” basis, especially 
where “boot” is involved. 

8. Inadvertent taxation of capital gains realized after 1958 on pre-1959 
sales. 

We analyze these areas and make recommendations for corrections as follows: 


I. DISTORTIONS IN DEDUCTION FOR DIVIDENDS TO POLICY HOLDERS 


Section 809(d) (3) allows a deduction for dividends to policyholders in com- 
puting gain from operations. The amount of the deduction is determined under 
Section 811(b). In general, the deduction is an amount equal to the dividends 
paid to policyholders. during the taxable years plus (or minus) any increase 
(or decrease) in the reserves held for policyholder dividends payable during 
the immediately succeeding taxable year. 

An artificial distortion of the amount of the deduction will result for the first 
taxable year under the bill if the opening reserve (computed by the company 
at the end of the preceding taxable year, at a time when such reserve had no 
tax significance) was inaccurately estimated. If the opening reserve was over- 
estimated and the closing reserve is accurately computed, there will be an 
automatic understatement of the deduction. Conversely, if the opening reserve 
was underestimated and the closing reserve is accurately computed, there will 
be an automatic overstatement of the deduction. 
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The problem is primarily significant only as to the opening reserve for the 
first year of H.R. 4245’s application—errors in the reserves of later years will 
automatically ‘“‘wash,” or can be adjusted by the examining agent. But if pro- 
vision is not made for correcting an erroneous overstatement of the opening 
dividend reserve, the taxpayer’s deduction for dividends to policyholderg for 
the first taxable year under the bill will be artificially reduced by whatever 
amount its opening dividend reserve was erroneously overstated. There wijj 
never be, of course, any possibility of future recoupment by the taxpayer of this 
artificial reduction of the amount of its first year dividend deduction. More 
over, unless provision is made in the bill for adjustment of the opening divideng 
reserve of any company which erroneously understated such reserve, the Govern. 
ment will never recoup any tax loss it sustains because of the excess deduction 
the bill as it now stands will create. 

Our client has this problem. In 1957, it was in the process of installing a new 
electronic data processing system. As of December 31, 1957, data used for egti- 
mating the dividend reserve by the previous method were not available, but 
neither was the new system fully operative for this particular function. Accord- 
ingly, the dividend reserve calculation was made by an adaptation of the pre 
viously used method, in a conservative manner which was intended to avoid 
understatement. As a result, the 1957 year end dividend reserve was overstated 
by approximately $250,000. The new electronic data processing system was fully 
operative in 1958, hence the closing 1958 (and future reserves) will be accurately 
computed, in a manner consistent with NAIC requirements. 

To avoid artificial distortion, provision should be made for redetermining the 
opening dividend reserve for the first taxable year under the bill. This could be 
accomplished by providing that the opening dividend reserve be adjusted to re- 
flect the amounts actually paid out in dividends to policyholders during the period 
covered by the opening dividend reserve. Our alternative draft suggestions to 
cover this are: 

(1) On page 34, line 4, of the bill, change the period at the end of the last sen- 

tence of section 811(b) (1) to a comma, and add: 
“and the amounts held at the end of the taxable year preceding the first taxable 
year beginning after December 31, 1957 as reserves for dividends to policyholders 
payable during such first taxable year shall be adjusted to correct any overstate 
ment or understatement of such reserves as may be indicated by reference to the 
amount actually paid as such dividends in respect of such reserves during the 
period for which such reserves were set aside.” 

(2) On page 52, beginning with line 14, of the bill, insert a new section 818(g) 
as follows: 

“(g) FIRST YEAR’S RBSERVE FOR DIVIDENDS TO _ POLICY- 
HOLDERS.—For the purpose of section 811, the amounts held at the end of 
the taxable year preceding the first taxable year beginning after December 31, 
1957, as reserves for dividends to policyholders (as defined in sec. 811(a)) pay- 
able during such first taxable year shall be adjusted to correct any overstatement 
or understatement of such reserves as may be indicated by reference to the 
amount actually paid as such dividends in respect of such reserves during the 
period for which such reserves were set aside.” 


II. BIZARRE AND UNINTENDED RESULTS IN APPLICATION OF SECTION 817(B) RELATING 
TO CAPITAL GAINS ON DISPOSITIONS OF PROPERTY ACQUIRED OR DEEMED ACQUIRED 
BEFORE DECEMBER 31, 1958 


We have had considerable difficulty trying to apply section 817(b) of HR. 
4245 to several properties a client of ours owned on December 31, 1958, and in 
trying to advise them on a transaction they now are considering involving @ 
property they owned on December 31, 1958. The difficulties all stem from the 
second sentence of section 817(b), and, in the main, from the failure to differen- 
tiate between “substituted” basis and “transferred” basis. The provision is as 
follows: 

“(b) GAIN ON PROPERTY HELD ON DECEMBER 31, 1958.—In the case 
of property acquired by the taxpayer before December 31, 1958, if— 

“(1) the fair market value of such property on such date exceeds the 
adjusted basis for determining gain as of such date, and 
“(2) the taxpayer has been a life insurance company at all times on and 
after December 31, 1958, 
the gain on the sale or other disposition of such property shall be treated as an 
amount (not less than zero) equal to the amount by which the gain (determined 
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without regard to this subsection) exceeds the difference between the fair market 
yalue on December 31, 1958, and the adjusted basis for determining gain as of 

date. In the case of property having a substituted basis (within the mean- 
ing of sec. 1016(b)), the preceding sentence shall apply, but only if during the 
polding periods concerned the property or properties were held only by life 
jnsurance companies. For purposes of this subsection, the term ‘property’ does 
pot include insurance and annuity contracts (and contracts supplementary there- 
to) and property described in paragraph (1) of section 1221.” 

Five problems—largely arising out of the second sentence—are discussed 

below : 
(1) Pre-1959 taa-free acquisitions from nonlife insurance companies.—You 
will note that the second sentence of section 817(b) limits application of the 
provision in the case of property acquired before December 31, 1958, where that 
property has a substituted basis (obviously intending to include “transferred” 
pasis). Under these limitations, section 817(b) is not applicable to property 
acquired many years before December 31, 1958, from a nonlife insurance com- 
pany in a tax-free exchange, notwithstanding that all of the policy considera- 
tions which led to approval of section 817 apply fully to such property. This 
seems to us an unintended result. Such property should be covered. For example, 
if an insurance company, in 1955, exchanged farm A, which it had acquired in 
the 1930’s, for farm B, the fact that the exchange was not with another life 
insurance company should have no possible tax significance. 

(2) Post-1958 taw-free acquisitions—in general.—If the second sentence of 
section 817(b) is read literally, the first sentence applies to property having a 
substituted basis only if such property was acquired before December 31, 1958 
(and then only if certain other conditions are met). We also doubt that this was 
intended. We suppose that the second sentence was really intended to make the 
first sentence applicable to property acquired after December 31, 1958, in a tax- 
free exchange, but the second sentence does not do so if read literally. If it was 
not intended to make the section applicable to property acquired after December 
$1, 1958, in a tax-free exchange, the whole purpose of the section would be 
defeated in its application to a substantial segment of property held by life 
insurance companies on December 31, 1958. The result would be to restrict 
normal, ordinary, tax-free transactions of life insurance companies, to no proper 
purpose. 

If the second sentence of section 817(b) is not read literally, but is construed 
to mean that the first sentence applies to property having a substituted basis not- 
withstanding that such property was acquired after December 31, 1958, a further 
(though very different) unintended result could follow—that is, a result of such 
construction could erroneously extend the benefit of section 817(b) to property 
acquired after December 31, 1958, in a tax-free exchange for other property also 
acquired after that date even though no property was held on December 31, 1958. 

(3) Post-1958 tax-free acquisitions—property with a “transferred” basis vis-a- 
vis “substituted” basis.—There is no reason why property acquired after Decem- 
ber 31, 1958, in a tax-free exchange for property actually held by the life insur- 
ance company on December 31, 1958, should be subject to the limitation of the 
second sentence of 817(b) that the acquired property shall have been held only 
by life insurance companies. Such a limitation is necessary (and desirable) only 
where property acquired after December 31, 1958, takes a “transferred” basis, 
iLe., a basis computed in whole or in part with reference to the basis of such 
property in the hands of a person from whom the property was acquired. As noted 
above, if a life insurance company in 1959 exchanges farm A, which is acquired in 
the 1930’s, for farm B (a tax-free exchange), the fact that the other party to the 
exchange is not a life insurance company has no possible tax significance. Where 
there is a “substituted basis” as opposed to a “transferred basis,” it can make 
no difference with whom the tax-free exchange was made. This is so because 
the new property received in the exchange takes the basis of the old property 
exchanged. Thus the basis of the tranferee is completely disregarded and has 
no bearing. On the other hand, where a life insurance company acquires, for 
part of its voting stock, substantially all of the properties of another corporation 
in a tax-free reorganization the provisions of section 817 (b) should be appli- 
cable only if the corporation from which the property was acquired was also 
a life insurance company. Likewise, where X, owner of all the stock of a life 
insurance company, transfers property to the life insurance company solely in 
exchange for its stock, section 817(b) should not apply. But, a limitation as to 
“transferred” basis exchanges, we submit, is the only sort of limitation needed 
to protect the Revenue Service against “gimmicking” in tax-free exchanges. 
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(4) Post-1958 taw-free acquisitions—which “property” measures value and 
basis?—-If the second sentence of section 817(b) makes the first sentence appli 
cable to property acquired after December 31, 1958, in a tax-free exchange for 
property held on December 31, 1958, then it is not clear whether the value and 
basis referred to in the first sentence of section 817(b) are that of the property 
held on December 31, 1958, or the property subsequently acquired in the tax-free 
exchange. Obviously, it should be the former, i.e., the property held on Decem. 
ber 31, 1958. 

(5) Post-1958 tae free exchanges involving “boot.”—In the case of a pa 
tax-free exchange after December 1, 1958, involving “boot,” section 817(b) hag 
the incidental and unintentional effect of reducing the basis of the property jn 
the hands of the transferee for purposes of depreciation and gain or loss. More. 
over, there is apparently no limitation on the number of times the benefit of 
section 817(b) can be used in case of tax-free exchanges. In an exchange ip. 
volving “boot,” basis in the hands of the transferee is his prior basis, reduced 
by the amount of “boot” received, and increased by the gain recognized. The 
gain that ordinarily would be recognized (by reason of the “boot’’) is reduced by 
the operation of section 817(b) and as a consequence the basis both for deprecia.- 
tion and gain or loss purposes in the hands of the transferee will be less than 
the prior basis of the property involved (though never less than zero). This is 
the wrong result, and surely not intended. Logically, the basis of the property 
in the hands of the transferee should not be affected by the operation of sec. 
tion 817(b). 

The problem is simply to prevent “double” use of the pre-1958 appreciation, 
i.e., double exemption from capital gains tax of the difference between adjusted 
basis and fair market value of property held on December 31, 1958. This can be 
accomplished, readily, without improper results such as are pointed out above, 
The following illustrations demonstrate the improper results under the present 
bill: 

Illustration 1 


Assume A life insurance company owns Blackacre with a basis of $1,000 and 
fair market value of $2,000 on December 31, 1958. In 1959 A exchanges Black- 
acre for Whiteacre, which then has a value of $900, and $1,100 cash. The gain 
to A on this exchange ($1,000) would be eliminated by the operation of section 
817(b). 

However, under the basis provisions of the code, the basis of Whiteacre to A 
is its basis in Blackacre ($1,000), minus the boot ($1,100), plus the gain recog- 
nized to A ($0). Presumably, the basis to A in Whiteacre therefore would be 
zero (not a minus basis, —$100). Thus, although basis is reduced, it is not re- 
duced by an amount equal to the gain eliminated by section 817(b). This fact 
may produce a double benefit. 

Suppose, A later sells Whiteacre for $1,000. Technically, the gain to A from 
this sale would be $1,000 (excess of amount realized over basis), but all of this 
gain would be eliminated by the operation of section 817(b). Thus, section 
817(b) in conjunction with the basis rules will have operated to eliminate a 
total gain of $1,100, notwithstanding the fact that the difference between the 
fair market value and basis of Blackacre on December 31, 1958, was only $1,000. 
Obviously, adjustment should be made to prevent this unintended result. 

It will not be sufficient, however, to provide that section 817(b) shall not 
effect the determination of basis and that the difference between the fair mar- 
ket value and basis of the property shall be reduced by the gain that would 
have been recognized in the prior “boot” transaction but for section 817(b). 
This is demonstrated by the following illustration : 


TNustration 2 


Assume that. as in Illustration 1. A life insurance company owns Blackacre 
with a basis of $1,000 and fair market value of $2,000 on December 31, 1958. In 
1960, when Blackacre has increased in fair market value to $2,100, A exchanges 
Blackacre for Whiteacre, which then has a value of $1,600, and $500 cash. The 
gain to A on this exchange ($1,100) would be reduced to $100 by the operation 
of section 817(b), and that $100 gain would be recognized as a result of the 
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“oot” If it were provided that section 817(b) shall not affect the determina- 


tion of basis, the basis of Whiteacre to A is the basis in Blackacre ($1,000), 
minus the boot ($500), plus the gain that would be recognized to A in the ab- 
gence of section 817(b) ($500). Thus the basis to A in Whiteacre would be 
$1,000. Later A sells Whiteacre for $2,100. The gain from this sale ($1,100) 
should be reduced by $1,000 minus the excess of the gain that would have been 
recognized on the prior boot transaction but for section 817(b) ($500) over the 
gain that was recognized on such transaction ($100). Thus the taxable gain 
on the sale should be $1,100 minus ($1,000 (500-100) ), or $500. In that way the 
total taxable gain on the two transactions would be $600, as is proper, rather 
than $700 as would be the case if the difference between value and basis, for 
the purpose of section 817(b), were simply reduced by the gain that would have 
been recognized in the prior “boot” transaction. 

We believe the foregoing defects would be remedied if the second sentence 
insection 817(b) were deleted and the following inserted in lieu thereof: 

“In the case of property acquired after December 31, 1958, and having a sub- 
stituted basis (within the meaning of section 1016(b))— 

“(1) for the purpose of the preceding sentence, such property shall be 
deemed acquired at the beginning of the holding period thereof, determined 
with reference to section 1223, 

“(2) the value and basis referred to in the preceding sentence shall be 
that of the property, if any, by reference to which the property is deemed 
to have been held on December 31, 1958, 

“(3) the preceding sentence shall apply only if the property or properties 
by reference to which the holding peried is determined were held only by 
life insurance companies during the respective parts of the holding period 
concerned after December 31, 1958, and 

“(4) on the sale or other disposition of such property, the difference be- 
tween the value and basis referred to in the preceding sentence shall be re- 
duced (not less than zero) by the excess of (i) the gain that would have 
been recognized on all prior sales or dispositions of such property after 
December 31, 1958 but for this subsection over (ii) the gain that was rec- 
ognized on such sales or other dispositions. 

This subsection shall not affect the determination of basis.” 


Il, INADVERTENT APPLICATION OF THE CAPITAL GAIN PROVISIONS TO PRE-1959 
TRANSACTIONS 


In connection with section 802(a)(2), section 804(b)(2), and section 
809(c) (3), the provisions taxing capital gains,.there is a problem analogous to 
the one which was involved in section 117(0) of the Internal Revenue Code of 
1989 as added by section 228 of the Revenue Act of 1951. It provided that gain 
from the sale of depreciable property between spouses or between an individual 
and a controlled corporation should be treated as ordinary rather than capital 
gain. The provision was made applicable with respect to taxable years ending 
after April 30, 1951, but only with respect to sales or exchanges made after 
May 3, 1951. When the Internal Revenue Code of 1954 was adopted, section 
li7(o) of the 1939 Code was codified as section 1239, but the provision limiting 
its application to sales or exchanges made after May 3, 1951, was deleted. Thus, 
gain from sales made before May 4, 1951, which was realized after the 1954 
code became effective (because, for example, the sale was made on the install- 





1This accords with the literal language of sec, 817(b), which speaks in terms of “gain” 
rather than “gain otherwise recognized.” It makes no difference in the ordinary tax-free 
exchange whether the statute speaks of “gain” or “gain otherwise recognized,” but 
where—as in this illustration—there is “boot” and the “gain” exceeds the “gain otherwise 
recognized,” it does make a difference because use of the term “gain” results in currently 
taxing part of the boot, whereas use of “gain otherwise recognized” would defer the tax 
to the time of the second sale in the illustration. In other words, instead of absorbing the 
whole $500 of “boot” and reserving for later use another $500 of the $1,000 spread 
between December 31, 1958, market value and adjusted basis of Blackacre, the use of the 
ae rather than “gain otherwise recognized,” operates to accelerate the time of 

xability. 

As a policy matter, this seems somewhat at variance with the philosophy back of sec. 
817(b), and we think it would be wiser and provide more symmetrical treatment to use the 
“gain otherwise recognized” approach. However, in the draft amendment (infra), we have 
not made this change—on the assumption that a policy decision already has been made by 
the committee to the contrary. 
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ment or deferred payment basis) was taxable under the 1954 code as ordinary 
gain whereas such gain previously had been taxed under the 1939 code ag capital 
gain. This unintended result was corrected by section 56 of the Technica} 
Amendments Act of 1958 which added section 1239(c) to the 1954 code, providing 
that section 1239 shall be applicable only in the case of a sale or exchange 
made after May 3, 1951. 

In the case of life insurance companies, capital gains are presently excluded 
from the tax base. Under H.R. 4245 capital gains realized in a taxable yegr 
prior to the first taxable year beginning after December 31, 1958, are not subject 
to tax. Furthermore, gain from the sale or other disposition of capital agsets 
held on December 31, 1958, is subject to reduction by the operation of section 
817(b). However, gain from the sale or other disposition of property before 
December 31, 1958, which is realized in a taxable year beginning after December 
31, 1958 (because, for example, the “amount realized” on the sale was contingent 
upon future events) will be taxed in full under the provisions of H.R. 4245, 7) 
correct this clearly unintended result, we suggest the following amendment: 

On page 45, beginning with line 23, add a section 817(d) as follows: 

“(d) GAIN ON TRANSACTIONS OCCURRING PRIOR TO JANUARY 1, 1959.—For the 
purpose of sections 802(a)(2), 804(b) (2), and 809(c)(3), there shall be ex. 
cluded any gain from the sale or exchange of a capital asset, and any gain 
considered as gain from the sale or exchange of a capital asset, resulting from 
sales or other dispositions of property prior to January 1, 1959.” 

If there is a possibility of a like defect in the application of the present bill to 
fiscal year taxpayers, as to whom the tax on capital gains does not become effec. 
tive until some date after January 1, 1959, it could be remedied by inserting im. 
mediately before the words “prior to” in the foregoing suggested amendment the 
words “in a taxable year beginning”, so that it reads: 

“(d) GaIn ON TRANSACTIONS OCCURRING IN A TAXABLE YEAR BEGINNING Priog 
TO JANUARY 1, 1959.—For the purpose of sections 802(a) (2), 804(b) (2), and 
809(c) (3), there shall be excluded any gain from the sale or exchange of a 
eapital asset, and any gain considered as gain from the sale or exchange of a 
capital asset, resulting from sales or other dispositions of property in a taxable 
year beginning prior to January 1, 1959.” 

We would welcome the opportunity to discuss all or any facets of the points 
suggested above. 

Respectfully submitted. 

SUTHERLAND, ASRILL & BRENNAN, 
LAURENS WILLIAMS. 


Senator Kerr. Mr. Easley. 


STATEMENT OF K. H. EASLEY, SECRETARY, AMICABLE LIFE 
INSURANCE CO., WACO, TEX. 


Mr. Easter. Mr. Chairman, and gentlemen of the committee, my 
name is K. H. Easley. I am Secretary of the Amicable Life Insur- 
ance Co. of Waco, Tex. The Amicable is a legal reserve stock life 
insurance company incorporated under the laws of the State of Texas 
in the year 1909, at a time when it was necessary for local capital to 
provide a way for Texas people to be adequately insured. I have 
been employed by this company during the past 40 years of its 50- 
year history and have traveled over many of its rough roads. One 
of the roughest roads yet, appears to be ahead in H.R. 4245. Our 
good friend and neighbor, the Texas Life Insurance Co., has asked 
me to also represent them in this testimony. 

Iam appearing not alone as a stockholder, officer, director, employee 
and policyholder of my company, but also as a citizen interested in 
our free-enterprise system. 

I appreciate the opportunity of appearing before you to discuss 
some of the problems presented by H.R. 4245, as I see them. 

The Treasury, as it should, is attempting to assess the tax requested 
by the administration. To meet this tax goal, there appears a Jug: 
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ling of figures, and a sparring for position, within the industry. It 
amounts to just another version of taxing Joe, and letting me go. 

Much has been said about the “framework” of H.R. 4245. The 
pill is encompassed in a beautiful frame, but the picture should be 
changed. Two of the characters should be removed from the pic- 
ture, and the face of the other lifted to the point of recognition. 
With this accomplished, we should have a picture that does not 
“frame” the segment of our industry that is apparently being led to 
the gallows. The characters represented by phases 2 and 3 should be 
hung for horse stealing. When this is done, eve 1, without the in- 
fuence of 2 and 3, can be cultivated into becoming a respectable 
citizen. 

One area of face-lifting in phase 1 lies in the small business de- 
duction. Many years may pass before a company with greatest need 
will receive the full benefit of this deduction to the extent of the 
limit of $25,000. A newly born life insurance company, like a new- 
born calf, needs this crutch while strengthening its legs. To dole 
the deduction out would be synonymous to a mother cow allowing 
her calf the use of only one dispenser when he needs all four to stay 
alive and grow. [Laughter. | 

Mr. Eastey. The limitation in H.R. 4245 alleged to prevent a 
double deduction of the yield on policyholders’ funds invested in 
tax-exempt securities, partially tax-exempt securities, and corporate 
stocks should be corrected. The company’s obligation to pay to, or 
credit policyholders with, the coal interest on their funds is not 
altered by the type of security in which the funds are invested. A 
good practice for life insurance companies with only limited invest- 
ment opportunities is to diversify their investments. The return 
naive on investments is always commensurate with the risk involved 
and the tax feature. 

To paraphrase the situation of a life insurance company having 
policyholders’ funds invested in securities, the income from which is 
wholly or partially exempt from tax of other corporations, let us 
assume that the junior bovine referred to above has been successful 
in becoming a yearling. As he is looking for a diversified diet, he is 
lured by a three-prong pitchfork containing shares of clover, alfalfa, 
and millet hay. Upon approaching the apparent morsel and par- 
taking of a few straws, he is shocked by the experience of having his 
nose punctured and his tail twisted. The moral is that he will no 
longer be in the market for these securities. This area of face-lifting 
in phase 1 is needed. 

The use of each company’s individual earned rate on investments 
applied to a policyholder’s reserve adjusted to this rate according 
to the formula in phase 1 to determine the deduction for interest 
earned on policyholder’s funds, should be more satisfactory than the 
use of industry and company assumed rates averaged with the com- 
pany earned rate. The use of the company earned rate would be a 
more realistic method of determining the deduction, as it would cor- 
rectly produce the proper deduction for each company. An averag- 
ing of the earned rate for the current and 4 preceding years would 
enable a company to more accurately forecast its income tax liability 
at year-end. 
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The greatest areas of controversy embodied in all three phases of 
H.R. 4245, as written and as attacked by proposed amendments, arise 
out of the treatment of dividends disbursed to owners of the business, 
The bill is too complicated to follow through the entire obstacl 
course, but when reduced to simple language, it is obvious that the 
following results appear. 

One individual invests his money in the capital stock of a life jp. 
surance company and thereby becomes one of its owners. Another 
individual invests his money in a policy of a life insurance compan 
having no capital stock and thereby becomes one of its owners. Bo 
companies make a profit which is distributable to the owners. The 
owner in the first company is required to pay an income tax on the 
distribution of company profits made to him. The owner in the gee. 
ond company is not required to pay an income tax on the distriby- 
tion of company profits that he receives. The company profits for 
the purpose of this illustration include only the profits arising from 
identical operations of both companies. The only identical opera- 
tion of both companies from which profits are made is in the invest. 
ment of funds. If you are going to assess an income tax against 
these two companies on a basis fair to both, it must be assessed on a 
balanced equation. To attempt to inject a foreign substance into 
the formula, no matter how well prepared or seasoned, will only upset 
the equation and result in discrimination. 

You cannot get rid of the bedbugs in the three-room shanty of 
H.R, 4245 simply by patching up the cracks. The only way is to 
burn or renovate the house—not just pound on the boards, 
[ Laughter. | 

Mr. Eastry. Phase 1 of H.R. 4245 distributes the tax between 
mutual and stock companies in about the same proportion as the in- 
vested assets. The corrections that I have recommended should not 
materially disturb this balance. 

The need for taxes to protect our country and support our economy 
is apparent. I have no objection to paying my share of any tax 
that you may impose, so long as it is assessed in comparable propor- 
tion to all segments of the industrv. 

The CuarerMan (presiding). Thank you, Mr. Easley. 

Senator Kerr. 

Senator Kerr. Mr. Easley, in your statement, you say: 

To meet this tax goal, there appears a juggling of figures, and a sparring for 
position, within the industry. It amounts to just another version of taxing 
Joe, and letting me go. 

Is that your position or your complaint ? 

Mr. Fastry. Sir, I have reference to neither a position nor a com- 
piaint, but I have reference to the many amendments that are offered 
by both segments of our industry to secure either an advantage or 
to balance the equation against the other. 

My point is that it is impossible to do it except on the same type 
of income. 

Senator Kerr. I understand, but I wondered if you were describ- 
ing your position, or criticizing that of someone else. 

Mr. Eastry. Sir, I do not intend to criticize anyone. I am only 
attempting 

Senator Kerr. Or describing that of someone else. 





Mr. 
else. 
out 0 
ing & 

Ser 
what 


Have 


ness 
body 
M 
anyo 
Se 
you | 
wha' 
soun 
ask’ 
M 
Se 


ln- 
her 
an 
0 


the 


bu- 
for 
rom 


est- 
inst 
na 
nto 
rset 


of 
} to 
rds, 
een 
not 
my 


tax 
0r- 


for 
xing 


om- 
red 
, Or 


rib- 
nly 


TAX FORMULA FOR LIFE INSURANCE COMPANIES 573 


Mr. Easter. No, sir, I am not describing the situation of anyone 
dse. I am just offering that as a suggestion of a method to carry 
out my point that there is only one way really of properly assess- 
ing a tax on a fair basis between both segments of the industry. 

Senator Kerr. I don’t know any witness before this committee but 
what has the identical postion as the foundation from which he started. 
Have you heard anybody here but what came in the spirit of all fair- 
ness pth the sole purpose of securing a bill that was fair to every- 
body 

Mr. Eastry. I haven’t. I did not intend to cast any reflection on 
anyone. 

Senator Kerr. I didn’t think you did, and I am not intimating that 
you did, nor does that necessarily then leave the only alternative that 
what you were doing is making an admission. But actually it does 
sound like either an accusation or an admission, and I just wanted to 
ask you if that were correct, and if so, which. 

Mr. Easter. Senator, it is neither. 

Senator Kerr. Neither. [Laughter.] 

Senator Kerr. Well, that is the safe answer. 

Now, you say: 

The characters represented by phases 2 and 3 should be hung for horse stealing. 


I understand that—do you refer to a whole horse there? [Laugh- 


‘ter.] 


Mr. Eastry. Sir, I don’t know, but if I would steal a horse I would 
look in his mouth first. [Laughter. ] 

Senator Kerr. Well, he would have to be standing up if you did. 
[Laughter. | 

The Cuarrman. Senator Carlson. 

Mr. Eastry. I might state I did not intend that as a reflection, sir, 
onthe Treasury. [ Laughter. ] 

Senator Kerr. I am not right sure that your audience took you 
seriously. [Laughter. ] 

Mr. Easter. NeitheramI,sir. [Laughter.] 

The Cuarrman. Senator Carlson. 

Senator Cartson. Mr. Easley, only this: 

I happened to have served some time in World War I at Waco. I 
think I know your country quite generally outside of the city sec- 
tions, at least, and I know the terrain. 

I was interested. Your company is 40 years old, and yet you talk 
about the sustenance needed to sustain a calf. Now, it doesn’t take 
40 years to grow a calf in Texas. 

Mr. Easter. No, sir, it only takes 1 year to grow a yearling. 
[Laughter. ] 

Mr. Eastey. As our company is 50 years old, and we have passed 
the period in which the additional small company deduction would be 
of any benefit to us, but having been a small company and knowing 
the necessity that a small company has to grow and get enough busi- 
ness on its books to make a profit and pay a dividend, that would be 
very significant, sir, and also if you permit that increased deduction 
and let the calf grow, he may get big enough sometime to cut a big 
beef steak off him. 

Senator Cartson. Mr. Easley, you will find me in your corner. 
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Senator Kerr. Do you go on the theory you can shear a shee 
year if you take care of him, but you can’t skin him but once? 

( Laughter.) 

The Cuarrman. Thank you, Mr. Easley. 

Mr. W. W. Wilson, Jr. 


Pp every 


STATEMENT OF W. W. WILSON, JR., PRESIDENT, COLORADO LIFE 
CONVENTION, AND PRESIDENT, UNITED AMERICAN LIFE INSUR. 
ANCE CO., DENVER, COLO. 


Mr. Wison. It is alway a little difficult to follow Mr. Easley. 

Senator Kerr. You mean as a witness, or as a talker? ; 

Mr. Witson. Asatalker. He isa dandy. 

My name is Wilmer W. Wilson, Jr. I am president of the United 
American Life Insurance Co., Denver, Colo., a stock company, and 
president of the Colorado Life Convention, an organization of life 
companies in the State of Colorado. Fifteen stock companies belong 
to this organization. There are no mutual life insurance companies 
domiciled in the State of Colorado. 

I have asked the privilege to testify to your committee as president 
of the Colorado Life Convention and as president of my Own com- 
pany. A list of the 15 members of the Colorado Life Convention is 
attached as appendix I to this testimony. While I am sure that no 
two representatives of the Colorado Life Convention would testify 
in exactly the same manner, I am equally sure that the majority of 
the members of the Colorado Life Convention will find themselves 
in accord with my testimony. 

My company is a smal] company and due to lack of time the testi- 
mony I give will primarily be opinion based on readily available in- 
formation, without my being able to furnish you with the projected 
results of suggested amendments to the proposed legislation; as has 
been suggested, gentlemen, this tax formula is a very complicated 
formula. 

Last Monday I reported to my directors, and 2 weeks ago I reported 
to my stockholders. In these reports I stated in part as follows: 

It looks as if Federal income tax this year will be increased and that our 
taxes will be up more than 80 percent. Unfortunately, this tax is so worded 
as to penalize stock companies. I presume the effect of the discrimination be 
tween companies will be more adverse to your company than the effect of the 
increased tax. 

Needless to say, I would not make such a report to my stockholders 
or to my board of directors unless this was my considered opinion. 

It is the feeling of the Colorado life companies that the tax the 
industry as a whole is asked to bear is out of proportion to that paid by 
other industries if consideration be given to the amount of State tax 
which the industry pays.. Much testimony has been given on this 
point and I shall not make further reference to it. 

It appears that my company and 12 of the other 14 stock companies 
of the Colorado Life Convention would pay more under the 194 
law than under the proposed legislation, and, while we recognize that 
there is much of merit in the proposed legislation, we feel that unless 
it is so amended so as to effectively eliminate the discrimination, we 
would rather be taxed under the 1942 legislation, hoping that ina 
later year a more equitable tax could be established. 
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The report of the Committee on Ways and Means of the House of 
Representatives on this bill, as shown on page 8, reflects in part the 
table, appendix II hereof. The figures in this report relate to the 
revenues to be derived for 1958. Inasmuch as phase 3 of the bill is 
not applicable to 1958 operations, the table as shown in the ways and 
means report shows no income from phase 3. In the testimony to 
your committee the early part of this month it was brought out that 
the Treasury Department feels this phase 3 might have resulted in 
as much as $50 million of additional taxes if it had been applicable. 
[have, therefore, extended this table so as to show the relative effect 
of the tax burden if this $50 million were applicable. 

The bill also provides that in subsequent years adjustment will be 
made so as to eliminate the taxes from pension trust cases. It is esti- 
mated this will reduce the total tax ialentie approximately $60 million. 
Ihave seen no figures as to distribution of this $60 million. It is, how- 
ever, my considered opinion that by far the greatest amount of this 
tax relief would go to the large mutual companies. In the schedule, 
appendix II, I have arbitrarily shown the division between mutuals 
and stocks as being $50 million on the mutuals and $10 million on the 
stocks. 

If you gentlemen will turn to appendix II, I would like to review 
itwith you. 

The first five lines of appendix II are taken directly from the re- 
port of the Ways and Means Committee. The sixth line shows the in- 
crease in percent of tax over the present law. The seventh line is the 
$50 million of adjustment which might be anticipated from phase 3. 
The eighth line shows totals with the $50 million adjustment. The 
ninth line shows the percentage of increase after this adjustment. The 
tenth line shows the $60 million adjustment from tax relief on pen- 
sion trusts. The bill as it is now written, if no changes are made on 
the assumptions hereinbefore stated, shows an increase in stock com- 
panies’ tax of 55.2 percent under the existing law and a decrease of 
tax in mutual companies of 9.1 percent. 

The bill as now written is more favorable to the beginning com- 
panies, to those who are in the time of their development where they 
are losing money, and I am certainly sure we are all in favor of that. 
The companies which suffer most under the bill are those that have 
recently established themselves to the place there they show some earn- 
ings and, being anxious to expand their business, need to have these 
earnings to increase their policyholders’ surplus so as to justify fur- 
ther expansion. 

I might say our company increased its business by better than 37 
percent last year, and we certainly are in need of all the surplus funds 
we can muster in order to justify such an increase. 

Phase 2 of the bill takes away from the growing companies a sub- 
stantial part of their earnings and seriously impairs their growth 
potential. It has been testified that the competition of all companies 
is the large mutual companies. These mutuals are given a great com- 
petitive advantage under phase2. They can adjust their dividends so 
as to avoid taxation under this phase and only pay taxes under phase 1. 
These companies are also given an undue advantage under phase 1. 

Phase 1 does not tax companies on the excess interest earnings over 
those required to maintain policy obligations. In lieu of doing this 
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it applies a complicated formula, which results in disproportiong 
favor to those companies with a required rate of interest which is legg 
than the average for the industry. This is to the competitive digad. 
vantage of those companies that have chosen to assume a more peg). 
istic rate of interest. The giant mutuals are especially favored in this 
respect as their assumed rates of interest are less than those of Most 
other companies in the industry. 

Much was said in the testimony before this committee the early part 
of this month in favor of discouraging the use of realistic interest rate 
in calculating the premiums. At the same time it has been su 
that the use of the “Commissioner’s Standard Ordinary Table” based 
on the experience in the thirties was improper due to unduly increasin 
the premiums. It was suggested there is a good deal of glory in hay. 
ing a more modern table im the calculation of these premiums becang 
of the fact that such a table would be more realistic in the anticipation 
of true mortality. The difference in opinion on the use of an overly 
conservative interest rate rather than an overly conservative mortality 
somewhat surprises me. ‘ 

Today Government bonds with 21-year maturity and a 4-percent 
coupon can be purchased at a discount, yet it seems that an interest 
assumption of 3.5 percent is frowned on. The net level annual pr. 
mium according to the “Commissioner’s Standard Ordinary Tabi P 
based on 1930 experience, with a 3.5 percent interest assumption for 4 
20-payment life policy issued at age 35 is $24.89 a thousand. The net 
level annual premium according to the 1958 “Commissioner’s Stand. 
ard Ordinary Table,” based on 1950 experience, with a 2.5 percent inter. 
est assumption for 20-payment life issued at age 35 is $27.244 
thousand. 

I put these figures in to some extent due to the questions Senator 
Douglas asked here the first part of the month. I am sorry the Sena- 
tor is not here. 

Dividends paid by mutual companies are allowed as a deduction 
under phase 2. It has been suggested in testimony before this com- 
mittee that these dividends are primarily savings in operating costs 
and savings in mortality. It has been further suggested that ther 
would be very little interest earning included in these dividends. 

I have attached to this testimony as appendix III a statement of 
the projected dividends for the 20-payment life contract issued at age 
20 for three prominent mutual companies, al] of which testified before 
your committee. This dividend information is obtained from a publi- 
cation entitled, “Diamond Life Bulletins.” All of these projections 
show that the cash surrender value of such a policy at age 65 will be 
substantially more than the total of the premiums paid in. In addition 
to this cash surrender value substantial dividends are indicated. For 
instance, the Massachusetts Mutual shows a premium of $30,024 
year—this is per thousand. 

At the end of 20 years the cash value indicated is $503 and the divi- 
dend accumulation is $189.69, making a total] at the end of 20 years 
of $92.29 more in cash value and dividends than the premiums paid 
The cash value of this policy at age 65 is $753.73. This is $153.33 more 
than the entire premiums the policyholder has paid in, and in addition 
to this cash value the company projects that the accumulated dividends 
if left at interest would amount to $761.97, giving this man a total ex- 
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ss of $915.30 more than the amount of premiums he has paid in. 
This profit of $915.30 is in addition to the insurance protection which 
heenjoyed during the years. Surely if this man is considered to have 
gsimilar position in a mutual company to a stockholder in a stock 
company, he has had some gain from his proprietary interest. 

Itis our belief this bill should be adjusted so as to be less discrimina- 

in favor of the giant mutual companies. It is our further belief 
that if the amendments suggested herewith are made they will alle- 
yiate the competitive discrimination against the small- and medium- 
se mutual companies as well as the small- and medium-size stock 
companies. ‘These companies do not ask a competitive advantage over 
the giant mutuals—they just ask a chance for fair competition. 

We would recommend: 

1. That phase 1 of this legislation be so amended as to tax com- 
panies on the excess of their net interest earnings over and above 
the interest required to maintain their policy obligations. 

2. That phase 2 of this legislation be so amended as to disallow 
the deduction of dividends to policyholders, and be further 
amended to give a percentage reduction for the increase in re- 
serves on participating business, as is allowed on nonparticipat- 
ing business. 

There was some testimony here this morning and the other day 
relative to permitting the mutual companies to have a deduction of 
dividends which might properly reflect the redundancy in their prem- 
jums. I can see this point of view and I am sure most stock com- 
panies can see this point of view, and possibly there should be some 
deduction, but it appears to me that complete deduction gives en- 
tirely too much favor to the mutuals. 

8. That phase 3 of this legislation be so amended as to permit all 
amounts of capital or surplus held by a stock company on December 
$1, 1958, which were contributed by stockholders and are in excess of 
the total amount paid to that date in dividends to stockholders to be 
placed into the shareholders’ surplus account, and to permit any sub- 
sequent contributions to surplus made by stockholders to go directly 
into the shareholders’ surplus account. 

Thank vou for the privilege of having presented this information 
to you. If there are any questions, I should be pleased to try to 
answer. 

The Cuarrman. Thank you, Mr. Wilson. 

Are there any questions? 

Senator Kerr. I take it, as I read your third recommendation, that 
has to do with permitting the use of all amounts of capital or sur- 
plus held by a stock company on December 31 to be available to pay- 
ment to stockholders either in the form of dividends, redemption of 
special issues of stock, or reimbursement of other advances by the 
stockholder without that act alone creating a tax liability to the 
company. 

Mr Wirson. Yes, Senator. In my opinion, it seems that these are 
amounts which have been paid in by the stockholders; they are not 
getting hack earnings, they are simply getting back what they did 
pay in. 

Senator Kerr. Do you think that ought to apply to the amount of 
capital, the amount of funds they have put in to buy their stock? 
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Mr. Wurson. Yes, I would say so, if I understand your question 
correctly. 

_ Senator Kerr. If I understand your proposal, it would permit q 
situation whereby a stock company could pay out dividends to its 
stockholders not only as a return on their investment, but as a retire. 
ment of their investment without the funds used by the corporation 
for that purpose having been subjected to tax, although they are 
obtained by profit. 

Mr. Wirson. Senator, I didn’t get the last three words of your 
question. 

Senator Kerr. Read it. 

(The record was read by the reporter.) 

Mr. Wirson. Well, it is my feeling that they would not be obtained 
by profit. 

Senator Kerr. They. would have to be obtained by its operation or 
by return of the capital, itself, would they not? 

Mr. Wirson. It would be a return of capital paid in, I would gay, 
yes. 

Senator Kerr. Can the company do that either if it is holding the 
business it has got or increasing the business? I believe you made a 
statement about the necessity of additional reserves. 

Mr. Witson. It would be my presumption that they couldn't do 
that for many, many years to come, and that whenever they did take 
the position, it would be evidence that they had had considerable 
earnings and probably paid a good deal in taxes by that time. 

Senator Kerr. But under this bill, under phase 2, they pay tax 
on only half of the earnings in excess of what would come under phase 
1 until certain events trigger the requirement for the payment of ad- 
ditional taxes, do they not ? 

Mr. Witson. Right. 

Senator Kerr. I would presume that you were addressing yourself 
to that provision in the law, are you not! 

Mr. Wirson. Yes, I would say, I am not trying to restate it, Sen- 
ator, I apparently haven’t said it very clearly, it seems to me that if 
capital is increased and if throughout the years the company has some 
earnings and they wish to make this distribution, take our particular 
company, for instance, we have a great deal of contributed surplus 
which was contributed to get our company off the ground. 

Senator Kerr. I can understand the basis for requesting that some 
provision be made for the return of contributed surplus to a share 
holder or stockholder which he or they had put in to the company for 
the temporary use of, or for the use temporarily of providing reserves 
against liabilities. 

I must say that I believe that you are the first witness, and I am 
certain you are the first one that I know of who has asked for the 
privilege to return earnings which are tax-free to the stockholders to 
such an extent that they have been reimbursed not only for these 
extraordinary reserves that may have been required temporarily, but 
also to the extent of reimbursing them their entire capital investment. 

Mr. Wison. Now, Senator, I didn’t mean to suggest that any earn- 
ings could be disbursed without being taxed. If I have done so, then 
my testimony does not properly reflect my opinion. 

Senator Kerr. There is nothing in the bill to keep you from dis- 
bursing earnings on which you pay taxes, is there ? 


M1 
Se 


tribu 
there 
thet 


M 

M 
a“ 
amo 
$1, 
has | 
Si 
they 


tion 


it a 
) its 
‘ire- 
tion 


‘our 


ined 


n or 


lea 


; do 
‘ake 
able 


tax 
1ase 
ad- 


self 


t if 
ome 
ilar 
lus 


»me 
ure 

for 
"Ves 


the 
s to 
ese 
but 
ent, 


n- 
hen 


TAX FORMULA FOR LIFE INSURANCE COMPANIES 579 


Mr. Wuson. I am sorry. You say there is nothing in the bill—— 

Senator Kerr. There is nothing in the bill that penalizes the dis- 
tribution of earnings remaining after taxes in the form of dividends, is 
there? I thought the amendment you were seeking was to that part of 
thet bill which required the payment of taxes on earnings that had not 
been taxed prior to their being used in the form of dividends. 

Mr. Witson. That is not my position, and I do not so recommend. 

May I just reread for my own information, Senator, to see if it im- 

lies something I didn’t mean to? 

“That phase 3 of this legislation be so amended as to permit all 
amounts of capital or surplus held by a stock company on December 
$1, 1958, which were contributed by stockholders”—only that which 
has been contributed by stockholders. 

Senator Kerr. Where does a company get capital? Isn’t that what 
they get when they sell stock ? 

Mr. Wirson. Yes, of course, all the capital money would come from 
the stockholders ; certain of the surplus wouldn't. 

Senator Kerr. I understand that. 

The Senator from Utah has very appropriately asked what did you 
mean by “contributed.” You meant provided ? 

Mr. Wirson. If I may define that in my terms of thinking, Senator, 
from the amount received from stock at the time it is sold the com- 
pany obtains a certain amount which goes into capital at the par 
value of the stock, and the excess amount goes into the surplus. 

Senator Kerr. That is just another word to define what the stock- 
holder does when he buys a stock and puts in his part of required sur- 
plus or agreed surplus in the begining or at some phase in the life of 
thecompany, is it not ? 

Mr. Witson. Yes, I would say so. 

Senator Kerr. Contributed. 

Mr. Wirson. I am going to switch positions. This sun makes me 
look brighter than Iam. You don’t have the curtains as yet. 

Senator Kerr. We haven’t got them yet, but the experience so far 
in the construction of this building is such that it would make it very 
risky for anybody to say when. 

Mr. Witson. I understand what you mean, Senator, I surely do. 
(Laughter. ] 

Senator Kerr. I think I understand your position. 

Mr. Wirson. Thank you, Senator. 

The Cuarmman. If there are no other questions, thank you. 

Mr. Witson. Thank you, gentlemen, it is a pleasure to be here. 

(The appendixes referred to follows :) 


APPENDIX I 


American Founders Life Insurance Co. 
Bankers Union Life Insurance Co. 
Capitol Co-Operative Life Insurance Co. 
Capitol Life Insurance Co. 

Colorado Credit Life, Inc. 

Howard Life Insurance Co. 

Mile High Life Insurance Co. 

National Farmers Union Life Insurance Co. 
National Western Life Insurance Co. 
Olinger Life Insurance Co. 

Perpetual Life Insurance Co. 
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Security Life & Accident Co. 

United American Life Insurance Co. 
Western Farm Bureau Life Insurance Co. 
Western Reserve Life Insurance Co. 


APPENDIX II 
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Mutual companies | Stock com 
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receipts | 

| Amount | Percent | Amount | Percent 
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il eaecnionneetiaall 
IN iin. titinincedan cues hnsdvbuocicagebodi | $500 | $375 | 75 | $125 % 
hint Dhtakpianciebegueceapnagedonons $319 $239 75 | $a0 5 
== es === ——=s ie 
The bill: 
RN errs es Se Se la deel $505 $379 75 | $126 | 95 
OED An ae lc S-levbcrenepean-arceserrel $40 $12 | 30 | $23 | 7 
Phd ddcaubcensncuntboheulehiheelnesbiioos $545 $391 | 72 | $154 Lad BR 
Percent of increase over present law... -.-...- 9.0 i 1.8 | -encquuee 2.2 
Effect of subsequent year adjustments provided in 
I a ci EO cerca $50 None | None $50 mn 
a camara $505 | $301 | 6) sm) % 
Percent after adjus stment for r phase | ESS: 119 ele Beedaihe Sy eet 
$60 million adjustment for pension trust_..........-.. $60 $50 | 83 $10 | 7 
Total_____- so niteetedacoc toe ae mt $535 $341 64 $194 % 
Percent of increase. __.......-...-- en ee a eee 7.0 | LOB iiadde-- 55. 2 <b 4qecosee 
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Norte.—The bill as it now stands if no changes are made on the assumptions hereinbefore stated shows 
an increase in the tax for stock companies over the existiog law of 55.2 percent and a decrease in tax for the 
Sanne of 9.1 percent. 
ApPeNnpDIx III 


[20-payment life—age 20] 








Massachu- | National Life 
Prudential | setts Mutual | Insurance Co, 





of Vermont 

Annual premium. ........................-..- ; ‘a $31. 19 $30. 02 $30. 69 
20-year dividend all dl iaee &Y. 62 143. 80 | 166, 47 
®-year accumulated dividend.._........ abot 110.00 | 189. 69 221.11 
2-year cash value._......--.- ieeiltecelcns 503. 00 03. 00 508. 00 
Dividends accumulated to age 65 Zz 614, 00 761. 97 78.78 
Cash value at age 65 ail PA oo e 753. 73 753. 73 763. 00 
2 years premiums. -. £23. 80 600. 40 613.80 
Excess cash value at 65 over total premiums. ..._..—- 129, 93 153. 33 149. 20 
Excess plus accumulated dividends. -. i 743. 93 915. 3 927. 8 


Diamond Life bulletins: Prudential Dividends, p. 5, June 1958; Surrender Vi ilues, p. 3, December 1957 
Massachusetts Mutual Dividends, p 3, February 1958; Surrender Values, p February 1958. National 


Life Insurance Co. (Vermont) Dividends, p. 4, Mare! h 1958; Surrender Values, p. 3, October 1950. 


The CuHarrman. Mr. William B. Carssow, Texas Legal Reserve 
Officials Association. 


STATEMENT OF WILLIAM BENTON CARSSOW, SR.,. GENERAL 
COUNSEL, TEXAS LEGAL RESERVE OFFICIALS ASSOCIATION, 
AUSTIN, TEX. 


Mr. Carssow. Mr. Chairman, I checked with Mrs. Springer and 
asked if it didn’t do any v iolence to your protocol, I would like to 

stand. She said it would be all right. 

Senator Kerr. Any damage to whose what? 
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Mr. Carssow. Violence to any rules, sir. She added, by the way, 


that— 
It would be all right if you told the committee that you thought you could 
think better on your feet than seated. 


[said I would go that far, but I wanted to be sure it was under- 
stood just better. 

My name is William Carssow. I am an attorney in the general 
ractice of law. Our firm is retained by the Texas Legal Reserve 

ficials Association as its counsel in such legal matters as present 
themselves. Offices of the association are in Austin, Tex., which city 
jsalso my hometown. 

The association has a membership of officials from some 78 Texas 
legal reserve life insurance companies. These companies are all 
small and many of them are young companies, and I would like to 
say to the chairman and the members of the committee that I have a 
list of those companies that I can put in the record if the committee 
would want them in the record, and it would not burden the record. 

The Cuarrman. Without objection, it will be inserted in the record. 

(The document referred to follows :) 


APPENDIX A 


(Companies by eities) 

Abilene: 

Key-Western Life Insurance Co. 

Texas Independence Life Insurance Co. 
Arlington : 

American Interstate Life Insurance Co. 

Great Charter Insurance Co. 
Austin : 

American Empire Life Insurance Co. 

International Life Insurance Co. 

United Federal Life Insurance Co. 

Universal Bankers Life Insurance Co. 
Bryan: Texas Central Life Insurance Co. 
Clarksville: Fidelity Life Insurance Co. 
Coleman : Coleman Life Insurance Co. 
Corpus Christi : 

Colonial American Life Insurance Co. 

Southern Guaranty Life Insurance Co. 

Southern Union Life Insurance Co. 
Crockett : Crockett National Life Insurance Co. 
Dallas : 

Bankers General Life Insurance Co. 

Certified Life Insurance Co. 

Commercial Travelers Life & Accident Insurance Co. 

First National Life Insurance Co, 

Great Commonwealth Life Insurance Co. 

Great United Life Insurance Co. 

Justice Life Insurance Co. 

Legal Security Life Insurance Co, 

Mercury United Life Insurance Co. 

National Security Life & Accident Insurance Co. 

Presidential Life Insurance Co. 

Robert E. Lee Life Insurance Co. 

State National Life Insurance Co. 

Union Bankers Insurance Co. 

United Bankers Life Insurance Co. 

Fidelity National Life Insurance Co. 
Denton : Security National Life Insurance Co. 
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Fort Worth: 


American Standard Life Insurance Co. 
Commercial Standard Life Insurance Co. 
Family Security Insurance Co. of America 
Greenwood Life Insurance Co. 
International Bankers Life Insurance Co. 
National Underwriters Life Insurance Co. 
Shannon Life Insurance Co. 
Southwest Capitol Life Insurance Co. 
Western Fidelity Life Insurance Co. 
Morris Plan Life Insurance Co. 
Houston: 
American Investors Life Insurance Co. 
American Capitol Insurance Co. 
American States Life Insurance Co. 
Boulevard Insurance Co. 
Capital National Life Insurance Co, 
Central States Life Insurance Co. 
Farm and Ranch Life Insurance Co. 
Mid American Life Insurance Co. 
National Health and Life Insurance Co. 
Oil Industries Life Insurance Co. 
Old National Insurance Co. 
Southern States Life Insurance Co. 
Southwest American Life Insurance Co. 
Southwestern Fidelity Life Insurance Co. 
Texas Home Insurance Co. 
Union Standard Life Insurance Co. 
Western Producers Life Insurance Co. 
Universal Security Life Insurance Co. 
North America Life Insurance Co. 
Kirbyville : Sabine-Neches Insurance Co. 
Longview : National Security Insurance Co. 
Lubbock : Rix Life Insurance Co. 
Lufkin : National Investment Life Insurance Co. 
Marshall: Southern Fidelity Life Insurance Co. 
Odessa : Permian Basin Life Insurance Co. 
San Angelo: Continental Fidelity Life Insurance Co. 
San Antonio: 
Citizens Republic Insurance Co. 
Great Coast Life Insurance Co. 
Southwest Security Life Insurance Co. 
Texas Continental Life Insurance Co. 
Time Life Insurance Co. 
Texarkana : Old Rockland Life Insurance Co. 
Tyler: Empire Standard Life Insurance Co. 
Waco: 
American Bankers Insurance Co. 
Citizens Fidelity Insurance Co. 
Wichita Falls: 
American Trust Life Insurance Co. 
Continental Investors Life Insurance Co. 


Mr. Carssow. We are not here today to complain of any segment 
of the industry or group of companies. We merely want to point to 
a treatment under H.R. 4245 which would place young companies at 
a competitive disadvantage with some other companies in this area of 
commerce. 

Any legislation adopted should continue to allow the opportunity 
for the growth of the small and new companies throughout this 
country. 

First, I would like to point out that the new companies should be 
permitted to earn a surplus which could be used in the development 
and growth of the company. Existing companies with large surpluses 
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or companies which have “strengthened their reserves” have invest- 
ment income available from these funds to use advantageously in the 
development of new business. I understand that “reserve strength- 
ing,’ as that term is referred to in the industry, consists simply 
of taking sums out of surplus and transferring them to policy re- 
grves, and that this has been a common practice among a goodly 
number of companies. 

Underst: andably, the 1942 tax law, which is the present law, hits 
sich companies pretty hard but it is our position that it is no fault of 
sich law but rather the natural consequence of large surpluses or the 
reducing of the required interest rate on policy reserves. Now with 
the increase in the going inter est rates, investment income is up, not 
down. If the sms Wer companies are not permitted to earn and retain 

asurplus that can be used in their growth, then these companies with 
‘large surpluses or those which have “strengthened reserves” will have 
sums of money to expend for agency development and policyholder 
dividends to the great disadvantage of the smaller and newer com- 
panies in this business. Small companies and others yet to be formed 
would not be able to sufficiently build their surplus or to so accumu- 
late their reserves under the terms of H.R. 4245, which taps the under- 
writing gains. 

The ‘only gains to which these companies may look for growth are 
from their operating gains, and if they are heav ‘ily taxed their growth 
will understandably be slowed in comparison with those companies 
which have “strengthened reserves” or which have built up large 
surpluses. 

Secondly, to the extent that there is a profit in policyholders’ divi- 
dends of participating companies, comparable credit should be given 
nonparticipating companies and their stockholders. Where a profit 
does exist. in policyholders’ dividends, phase 2 of this legislation would 
not tax that profit and the policyholder receiving that profit would 
not pay any tax. We ask that a comparative allowance be made to 
nonparticipating companies and their shareholders. This might take 
the form of a nonparticipating premium deduction commensurate with 
the profit portion of dividends in participating business. 

In closing, sir, I urge your diligent and sympathetic consideration 
of these problems affecting the new and smaller companies. You have 
had many proposals suggested which would more equitably treat these 
companies. Therefore, in addition to the two points set out above, I 
merely summarize them by reference and request your earnest study 
of each of them: 

(1) We sincerely urge the 15-year “loss carryforward” provision, 
which I believe has been urged by many before this committee. 

(2) We urge that the 2 percent accident and health credit now pro- 
posed for group business be extended to all such business, that is, busi- 
hess done on an individual basis, 

(3) We urge the increase in the 5 percent small company exemption 
to 7 percent and that the maximum limitation be raised from $25,000 
to $35,000. 

(4) A nonparticipating premium deduction commensurate with the 
profit portion of dividends in participating business, An industry- 
wide average would probably be accurate and acceptable for this 


credit. 
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I thank you, sir, for allowing me to present this stateme 
Texas Legal Reserve Officials Secomadions hots 
The Cuamman. Thank you, Mr. Carssow. 
Are there any questions 4 
(No response. ) 
The Cuarmman. Thank you very much, sir. 


(Mr. Carssow subsequently supplied the following for the record :) 


Texas Lecat Reserve OFFICIALS ASSOCIATION, 


Austin, Texr., March 23, 1959. 
Hon. Harry F. Byrp, 


Chairman, Committee on Finance of the U.S. Senate. 
New Senate Office Building, 
Washington, D.C. 

Dear SENATOR Bygp: On March 18, 1959, Texas Legal Reserve Officials Associa. 
tion presented to your committee its statement on life company taxation. It 
now asks that this supplemental information be inserted in the record. 

A conservative study of “excess interest earnings” contained in dividends paid 
to policyholders reveals such earnings to appropriate 22 percent of dividends to 
policyholders and to total about $284 million out of total policyholder dividends 
of $1.3 billion. These figures are for the year 1957 and are industry averages. 

The methods used produced the amount of excess interest earned. They do 
not determine the amount distributed in dividends. However, if such excess 
interest is equitably apportioned by the companies to the various reserve and 
surplus funds, then, in the absence of some special use for the earnings (reserve 
strengthening, unusual losses, et cetera), the 22 percent figure is a conservative 
minimum. 

Excess interest was computed solely from policy reserve. Earnings on supple 
mentary contracts, dividend accumulations, other types of reserve funds and 
capital and surplus funds were omitted. Also, the study embraced companies 
responsible for 72 percent of all policyholders dividends and thereby provides a 
reliable guide for the entire industry. 

It is our position, as set out in our statement, that these untaxed earnings of 
participating companies provides them a direct advantage over nonparticipating 
companies and a second indirect advantage in that such earnings are not taxed to 
the recipient policyholders. Stock companies and their stockholders have no 
comparable relief in H.R. 4245 at present. 

Details of our study are available if desired by your committee. 

Very truly yours, 
Wii11am B. Carssow, General Counsel. 


The Cuarrman. Mr. Frank A, Jordan. 


STATEMENT OF FRANK JORDAN, COUNSEL, THE SUREWAY LIFE 
INSURANCE CO. OF SOUTH CAROLINA, COLUMBIA, §.C. 


Mr. Jorpan. My nameis Frank Jordan. I reside in Columbia, S©., 
and I am here representing the Sureway Life Insurance Co. of South 
Carolina as counsel. 

The Sureway Life Insurance Co. is a new company organized in 
April 1957. In 1958 it realized a net gain from operations of 
$18,881.51. The company now writes credit life insurance and credit 
accident and health insurance. It has plans for growth and hopes for 
success, not only with respect to credit insurance, but the usual lines 
of ordinary insurance as well. It is our hope for future success im the 
insurance industry that brings me before this committee today, for 
unless time is given for adjustment to the discriminatory impact of 
the third step of H.R. 4245, so-called specialty companies will be 

laced in a position where they cannot compete with the multiple-line 
life insurance companies for the business which they specialize m, 
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much less will they be able to compete for the lines of insurance in 
which the multiple- line companies specialize. 

While there have been many allusions to “specialty companies” and 
‘specialty business” in the hearings conducted to date before this com- 
mittee, no one has.so far attempted to explain to the committee pre- 
cisely what credit life insurance is and how it serves the public. In- 
stead, it has been suggested that credit insurance is not r lalfy 3 insurance 
at all, that it is written only by specialty companies who control the 
business, reap fantastic profits, and have been receiving preferential 
tax treatment. 

Credit life insurance may be described as that form of term insur- 
ance under which the life of a borrower of money or a purchaser 
of goods is insured in connection with a specific loan or credit trans- 
action. As a line of coverage, it is a relatively new but rapidly ex- 
panding and de ee service of the life insurance industry to the 
yublic. At the end of 1957 credit life insurance in force in the 
United States totaled $19.7 billion, written under 34 million policies 
and certificates. 

Credit life insurance, in relation to total life insurance in force, 
amounted to much less than 1 percent in 1945 and 4 percent in 1957, 
This growth rate indicates that credit life.insurance has not only 
matched the rapid expansion of the use of credit facilities to meen 
consumer spending, but has achieved widespread public acceptance : 
well in recognition of the value of obtaining protection to guar antee 
full payment of loan balances in the event of death. 

The first credit life insurance policy was written November 10, 
1917, by the Morris Plan Insur nn Society of New York. This com- 
any was established by Arthur J. Morris, the founder of the first 
Saris: Plan Bank. His vision foresaw the great expansion of con- 
sumer credit which was to come in the 20th century and the great 
need and social purpose to be se rved by a line of insurance coverage 
that would assure that no man’s debt should live after him to burden 
his widow and children. 

It is interesting to note that before establishing a company for 
the purpose of writing credit life insurance, Mr. Morris approached 
the Metropolitan Life Insurance Co. with the hope that the old and 
established life insurance companies of that day would provide the 
needed coverage. He was told that they were unwilling to provide 
such coverage. The established compames were unw illing to under- 
take the pioneering work in the credit life insurance field for two 
primary reasons. First, mortality experience was unknown for bor- 
rowers as a class of insurance risk, and, secondly, opportunities for 
selection against the company appeared great. Other factors which 
discouraged the entrance of the established companies into the field 
were that policies would be small in amount and consequently 
premiums would be small. Terms of policies would be relatively short 
and lapses great, and handling expenses would be high. However, 
notwithstanding the fact that the established companies were un- 
willing to assume the risk of pioneering the development of credit life 
insurance, Mr. Morris established his company and undertook devel- 
opment of the field, He was soon joined by other pioneering com- 
panies. These companies today find themselves in the position of 
facing discriminatory tax treatment as a reward for their pioneering 
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activities in the life insurance field, while the Johnnys-come-lately 
to credit life insurance among the multiple line life insurance com. 
panies are to be given a competitive weapon in the form of a 26 per- 
cent. tax advantage with respect to coverage in which they had no 
confidence and which they undertook to write only after others had 
assumed the risk of A aiarent. F 

Generally speaking credit life insurance policies are of two basic 
types, group and ordinary or individual, as it is sometimes called, 
Both types may be issued on a decreasing term or a level term basis, 

Life insurance policies may be grouped into two general categori 
whole life policies and term policies. A whole life policy, as its name 
implies, is a term policy for the whole of the life of the insured, while 
a term policy is written for a definite period of years, shorter than 
the whole of life. 

All credit life insurance policies are term policies. That is, they 
are contracts which furnish life insurance protection for a limited 
number of years, the face value of the policy being payable only if 
death should occur during the stipulated term and nothing being paid 
in the event of survival beyond the stipulated term of years. Credit 
life insurance policies are designed specifically to protect the insured’s 
family or estate against the contingency of paying the balance due 
on the insured’s indebtedness in the event of death. Accordingly, such 
policies perform the basic function of term insurance. ; 

The premium for credit life insurance is usually 75 cents per thou- 
sand dollars per month on a prepayment basis under group credit 
policies, and $1 per $100 per year on a prepayment basis under individ- 
ual credit life policies. These premiums are competitive with other 
types of group life and ordinary term life insurance. 

Credit insurance is generally available without the requirement of 
a physical examination for the insured, and no difference in the rate of 
protection exists between the sexes or among hazardous and nonhaz- 
ardous occupations. Eligible age limits generally are from 18 through 
65 years, inclusive. These are very liberal underwriting conditions, 
but they are made necessary in order to service the public at a reason- 
able premium and avoid administrative burden. 

It has been said before thhis committee that the so-called specialty 
companies who write credit life insurance have received preferential 
tax treatment under the formulas in existence for the taxation of life 
insurance companies since 1921. This is a completely false statement. 
All companies, whether multiple line or specialty, generate under- 
writing income. Since the tax laws have not required that a tax be 
paid on underwriting income, no life insurance company has paid a 
tax on such income. 

As I have said, credit insurance is term insurance. Figures placed 
in the record by Eugene M. Thore, vice president and general counsel 
of the Life Insurance Association of America, show that the percent- 
age of term insurance in total ordinary insurance in force, excluding 
credit insurance, was 20.6 percent at the end of 1957 and that with 
credit insurance added, it was only 21.6 percent. His figures also show 
that for the years 1955-56, term insurance represented about 44 per- 
cent of ordinary new issues and that this percentage will probably be 
higher when 1957-58 figures are available. All of the companies who 

have written term insurance have done so in the hope of realizing a gain. 
Up to now they have paid no tax on these gains to the extent derived 
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from underwriting income. Since this is the case, it is plain that the 
industry as a whole has enjoyed “preferential treatment,” if it is to be 
called that, with respect to one kind of income—not just the specialty 
companies. 

The third step of the bill purportedly is designed to impose a tax 
on the 50 percent of gains from operations not subject to tax under 
sep 2. It becomes operative (1) upon the payment of a dividend 
which reduces the balance in the policyholders’ surplus account, (2) 
when the company ceases to be a life insurance company, or (3) when 
the balance in the policyholders’ surplus account exceeds either 25 

reent of life reserves or 60 percent of the current years’ premiums. 
Fou have been told that exempting 50 percent of gain from opera- 
tions from the step 2 tax is made necessary because of the long-term 
nature of life insurance business and the difficulty of accounting for 
income on an annual basis when policyholders’ claims may subse- 
quently wipe out all gains and produce a loss. I do not quarrel with 
these arguments. However, balances in the policyholders’ surplus ac- 
count are impressed with a lien dischargeable only by the payment 
of the deferred tax to the Federal Government. Accountants and 
insurance commissioners will require that the amount of the tax de- 
ferred by reason of the operation of the bill be carried as a liability 
on the company’s books and reflected in its statements. Thus, to 
denominate the bookkeeping fiction created by the third step of the 
bill a policyholders’ surplus account is a misnomer. This is true be- 
cause the balance in the account may not be used for the payment of 
policyholders’ liabilities without satisfying the Treasury Department’s 
claim for the amount of the tax deferred. 

The accounting device created by the bill’s third step, while having 
little to do with the protection of policyholders, does provide a fund 
of tax-deferred earnings which the company may use for business pur- 
poses. I do not have to stress the competitive value of a tax-deferred 
dollar to you gentlemen who deal every day with taxes. ‘To you it is 
plain that those companies who will have full benefit of tax deferral 
will enjoy a real benefit. It is also plain to you that those companies 
who do not enjoy the privilege of tax deferral will be at a disadvantage 
incompeting for business. 

The large reserves maintained by multiple line insurance companies 
make a ceiling of 25 percent of reserves meaningless where they are 
concerned. I know of no multiple line insurance company that is 
concerned about the application of the step 3 tax. They can accumu- 
late amounts in the policyholders’ surplus account and defer the tax on 
these amounts in perpetuity without the application of the step 3 
tax. Regrettably, this is not the case for those companies whose busi- 
ness mix does not require the maintenance of large reserves. The low 
reserve or “specialty” companies will have to rely on the alternative 
ceiling of 60 percent of the current year’s premiums. Most of them 
will be on the ceiling in 2 or 3 years and will pay a straight 52-percent 
tax on their net gain from operations. Their multiple line competi- 
tors, who write the bulk of the specialty business, will be in a posi- 
tion to write specialty business, profit from it, and protect that profit 
from current taxation by reserves which have no relationship whatso- 
ever to this business. They will enjoy a competitive advantage which 
will make it difficult for the specialty companies to compete with them. 
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The selective and discriminatory aspects of the third step. ar 
emphasized by its revenue potential. Of the more than 1,400 Jif, 
msurance companies doing business in the United States today, not 
more than 50 companies, In my opinion, will ever be subject. to tax 
under step 3. It is doubtful that these companies will provide 
more than $5 or $6 million a year in revenue for the Treasury De- 
partment under ae 3. While the Treasury Department’s repre. 
sentative has stated that step 3 has the potential of provi ing 
$50 million a year in revenue, I can only assume that this statemen; 
is based on the fact that approximately $50 million a year will be 
produced by step 2 of the bill and that a similar amount of tax jg 
deferred subject to the liability of step 3. However, since the 
multiple line life insurance companies will have the privilege of yp. 
limited deferral, I cannot for the life of me understand how the 
Treasury Department expects any substantial amount of revenue to 
be derived from the third step of the bill. As a matter of fact, it 
seems to me that the Treasury Department has admitted that the 
third step was not intended as a revenue device. 

If the third step was intended as a regulatory device, it is ill-suited 
to that purpose. Only the strongest considerations of public policy 
justify the use of a tax statute as a regulatory device. No one has 
suggested that such consideration exists. If it is believed that the 
life msurance industry requires regulation, it would be better to leave 
such regulation to the State commissioners who have the experience 
and knowledge of the industry required for competent action. The 
State commissioners also know how to regulate the industry without 
disrupting competitive relationships. 

If the life insurance industry was in its birth and the Congress 
was for the first time writing a statute to tax the industry, perhaps 
it would be possible to impose the third step tax without disrupting 
competitive relationships. If all companies were starting from 
scratch, each would have the same opportunity to balance its busi- 
ness mix in such a fashion as to obtain maximum advantage under this 
bill. It is not now possible to begin anew, and I urge you to take 
competitive relationships into account in your deliberations. 

While I believe sincerely that the third step tax will create gross 
competitive inequalities in the industry and advocate that it be stricken 
from the bill, I realize that it may now be too late to gain adequate 
support for my position, At the very least, however, I hope that the 
members of this committee will find it possible to give us a little 
time to adjust our business in an attempt to live under the third step. 
If we are granted a little turnaround time, some of the companies 
who will feel the bite of the third step tax may be able to survive. 
We may be able to change our methods of doing business in such a 
fashion as to acquire multiple lines of insurance. Granting us 4 
smal] grace period would also permit us to rearrange some of our long- 
term commitments—commitments to stockholders and creditors which 
were entered into without any possible opportunity for considering the 
impact of the third step proposal on our methods of doing business. 
Even if we are to be forced to sell out to a multiple line insurance com- 
paniy, at least we need the time in which to do so in an orderly fashion, 

T have attached to my statement an amendment which would have the 
effect of applying the third step tax to taxable years beginning after 
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are | December 31, 1959, and which would place the tax into effect over a 
life iod of the 4 years, 1960, 1961, 1962, and 1963. It would carry into 
the policyholders’ surplus account the amount of the net gain from 


n 
: a operations not subject to tax by reason of step 2 at a rate of 25 percent 
Vide r year until in the fourth year, the full 50 percent would be carried 
De- into the account and made subject to the provisions of subpart D of 
re- | thebill. 
~ | his amendment would give us the time that we need to adapt our 
rent methods of doing business to the bill’s provisions and to give us an 
| be opportunity to become the multiple line life insurance companies that 
x is the industry evidently believes we should become. Since little or no 
the revenue will be produced by the third step tax in the next 5 years, it 
un- cannot be said that the Treasury Department would suffer as a result 
the | of the small grace period that my amendment would provide. I 
:to | sincerely urge upon you the necessity of giving us this help. Surely, 
it considering the radical nature of the third step tax as a revenue device, 
the this is not too much to ask, in fairness. 
Thank you. 

ted (The amendment to H.R. 4245 follows :) 
el AMENDMENTS TO H.R. 4245 
‘he On page 39, line 7, strike out “1959”, and insert in lieu thereof “1960”. 
ive On page 39, strike out lines 8 through 12 and insert in lieu thereof, the fol- 
ce lowing : 
he “(2) ADDITIONS TO ACCOUNT.— If the gain from operations exceeds the 

taxable investment income there shall be added to the policyholders surplus 


account an amount equal to— 
“(A) in the case of a taxable year beginning after December 31, 1959, 


and before January 1, 1960, 124% percent of such excess ; 
“(B) in the case of a taxable year beginning after December 31, 1960, 


and before January 1, 1961, 25 percent of such excess ; 
“(C) in the case of a taxable year beginning after December 31, 1961, 
m and before January 1, 1962, 374% percent of such excess ; 
“(D) in the case of a taxable year beginning after December 31, 1962, 
and before January 1, 1963, 50 percent of such excess,”’ 
The Cuarrman. Thank you, Mr. Jordan. Your suggested amend- 
ment will be given full consideration in executive session. 
Mr. Jorpan. Thank you, sir. 
The Cuarrnman. Are there any questions ? 
(No response. ) 
The Cuamrman. Thank you. 
Mr. John J. Magovern, Jr. 


STATEMENT OF JOHN J. MAGOVERN, JR., VICE PRESIDENT AND 
COUNSEL, MUTUAL BENEFIT LIFE INSURANCE CO., NEWARK, N.J. 


t 
ca. | Mr. Macovern. My name is John J. Magovern, Jr. I am vice 
president and counsel of the Mutual Benefit Life Insurance Co. of 
Newark, N.J. ; 
During these present hearings before your committee, as well as 
the hearings last November before the House Ways and Means Com- 
mittee, the demand for revenue of $500 million has been heard with 
disturbing frequency. 
} Members of this committee have clearly stated that the preparation 
of a fair and equitable tax law is of primary concern. Mr. David 
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Lindsay, Assistant to the Secretary of the Treasury, has testified that 
“picking a fair formula and the right formula for a permanent il} 
is more important than the immediate revenue effect.’ Nevertheless 
we must recognize the effect on revenue of each modification proposed 
The validity of the $500 million as a tax target in the light of certain 
revisions suggested for H.R. 4245 is therefore of importance. 

As I understand it, this figure represents an estimate of the amount 
that would be produced for 1958 by the discredited 1942 formula, 

We thus see that the $500 million figure bears no relationship to 
sound tax principles, but is merely a target supported by a discrim. 
inatory framework on an incongruous base. 

But for purposes of this presentation, I would like to consider the 
revenue estimates under the 1942 law and their relationship to amend. 
ments which have been proposed for H.R. 4245. In doing so, I cannot 
too strongly emphasize. my agreement with the witnesses who have 
testified as to the inequity and arbitrary character of the 1942 law, 

First, let us consider revenue estimates under H.R. 4245 and certain 
proposed amendments. For 1958, revenue under the bill has been 
estimated to be about $560 million. Two major amendments have 
wide support. The first would substitute an individual company 5- 
year average interest rate for the present artificial mean rate in cal- 
culating the policy and contract liability deduction; this would re- 
duce the revenue by about $45 million. The second would modify 
the limitation on the deductibility of dividends to policyholders; this 
would reduce revenue by about $35 million more. Thus, if these two 
amendments were adopted the net revenue would be $480 million for 
1958. I might add at this point that this figure would represent an 
increase of 64 percent over 1957 taxes. 

A few companies have proposed an amendment to change the treat- 
metn of tax-exempt interest. This would reduce the 1958 revenue by 
about $35 million more. The main argument advanced for this amend- 
ment is that the treatment of tax-exempt interest in H.R. 4245 may 
be unconstitutional. 

Without attempting to get into the pros and cons of this ques- 
tion, let me define its relationship to the assumed tax target. If the 
treatment of tax-exempt interest in H.R. 4245 is unconstitutional, I 
fail to understand why the treatment of tax-exempt interest in the 
1942 law is not likewise unconstitutional. While the 1942 law and 
H.R. 4245 treat tax-exempt interest somewhat differently, the end 
result in both cases is to exclude tax-exempt interest in one part of 
the computation of taxable income and to deny a deduction for such 
tax-exempt interest insofar as it constitutes part of the “policy and 
contract liability deduction.” Approximately the same treatment— 
and therefore the same constitutional question—prevailed under the 
stopgap law for 1955 to 1957. 

It is not therefore realistic to consider the tax-exempt adjustment 
as a reduction in revenue under H.R. 4245. Nor is it realistic to com- 
pare revenue under that bill with revenue under the 1942 law unless 
the tax-exempt adjustment is assumed in both cases. 

If changes in the treatment of tax-exempt interest, similar to those 
proposed for H.R. 4245. were made in the 1942 law the resulting loss 
of revenue would be about $30 million under the 1942 law. This 
rather clearly demonstrates that when we consider the effect of such 


| that 
t bill 
Lelegs 
osed, 
rtain 


ount 


P to 
rim- 


the 
end. 
not 
lave 


tain 
eel 
ave 
y 5. 
eal- 
re- 
ify 
‘his 


for 
an 


at- 
id- 
ay 


PS- 


TAX FORMULA FOR LIFE INSURANCE COMPANIES 591 


a change as this, the assumed target is not $500 million but actually 
$30 million less. If the more accurate estimate and later estimate of 
$492 million under the 1942 law were used, the assumed tax target 
would thus be $462 million. 

Thus, the first two major amendments, and even the change in the 
treatment of tax-exempt interest, if that is felt to be constitutionally 
necessary, can be adopted and the revenue kept close to that produced 
under the 1942 law modified to provide similar treatment for tax- 
exempt interest. Indeed, with the adoption of all three amendments, 
the estimated revenue would be over 96 percent of the assumed tax 
target of $462 million. 

If it should be felt that the estimated revenue of $445 million, 
which would result if all three changes were made in H.R. 4245, is not 
sufficiently close to the 1958 assumed target of $462 million, there are 
several ways by which revenue could be increased. One possibility 
would be to accelerate the payment of amounts due as a result of 
changes in the method of accounting. H.R. 4245 provides for the 
spreading of the additional tax, resulting from the change from cash 
to accrual accounting, over a period of 10 years beginning in 1959. 
Ifthis were changed to a 2-year period beginning in 1958 the tax yield 
for 1958 would be increased by about $25 million. This would bring 
the 1958 revenue under H.R. 4245 up to $470 million which is more 
than the 1942 law would produce after adjustment for tax-free interest. 

Thank you very much. 

The Coarrman. Thank you. 

Are there any questions ? 

Senator Kerr. Mr. Magovern, you say that if amendments 1 and 2 
were adopted, the revenue would be reduced by the amounts of $45 
million and $35 million for a total of $80 million. 

Mr. Macovern. Yes, sir. 

Senator Kerr. Have you made a detailed study to see whether 
those two figures have been arrived at assuming that only one of them 
isadded or that both are added ? 

Mr. Macovern. The second amendment reflects the addition of the 
first, sir. 

Senator Kerr. The amount you give, then, as to the cost of the 
second is on the assumption that the first has already been approved ? 

Mr. Macovern. Yes, sir. 

Senator Kerr. Do you have the figures for your own company ? 

Mr. Macovern. Yes, sir; I do. 

Senator Kerr. Can you give them to us on the basis of what would 
be the saving, No. 1, if only the first amendment is adopted; No. 2, 
if only the second amendment is adopted; No. 3, if both are adopted ? 

Mr. Macovern. If the first amendment, that is the 5-year 
average—— 

Senator Kerr. Yes. 

Mr. Macovern. Were adopted, the tax on the mutual benefit would 
be $6.452 million. 

Senator Kerr. That would be the reduction brought about by No. 1? 

Mr. Macovern. Sir? 

Senator Kerr. If it alone is adopted ? 

Mr. Macovern. No, sir; that is not the reduction, that would be the 
tax payable in lieu of, I didn’t quite complete my answer. 
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Senator Kerr. The question I asked is this: 


__ Do you have the figures, No. 1, as to what your company would gayp 
if only the first amendment is adopted ? 
Mr. Macovern. Yes, sir. 


Senator Kerr. No. 2, if only the second amendment were adopted: 
No. 3, the total saving if both are adopted ? 

Mr. Macovern. If amendment 1, the 5-year company average, were 
adopted, the saving to the mutual benefit would be about $1.1 million, 

If amendment 2 were adopted 

Senator Kerr. Only No. 2, now. 


Mr. Macovern. I do not have the figure without the use of No, l, 
sir; lam sorry. 
Senator Kerr. Isee. Then give it to us. 
Mr, Macovern. That would mean ap 
Senator Kerr. A total of about $2 mill 
Mr. Macovern. That is right, sir. 
Senator Kerr. Would you supply for the record what No. 2 alone 
would save your company ? 
Mr. Macovern. Yes, sir; I should be glad to. 


(The information referred to was subsequently received for the 
record as follows:) 





yroximately $900,000 more, 
lon ¢ 


If amendment No. 2 alone were adopted, the reduction in the tax of the 
Mutual Benefit Life Insurance Co. would be approximately $1,500,000. 


Senator Bennerr. I have just one comment, Mr. Chairman. 

You propose the very interesting idea that in order to make up some 
revenue, if your proposals are adopted, we should reduce the 10-year 
period allowed to change accounting systems to a 2-year period. 

Do you know why we have the 10-year suggested in the bill? 

Mr. Macovern. I can only assume, sir; I don’t know what actually 
prompted the House Ways and Means Committee to put it in. 

Senator Bennetr. What do you assume? 

Mr. Macovern. I would assume that it is to ease the burden of a 
transitional period from cash to accrual accounting. 

Senator Bennetr. You are not aware, then, that under section 481 
of the present law, that whenever we force a company to change from 
cash to accrual accounting, regardless of the industry, we allow 10 
years ¢ 

Mr. Macovern. I do know that it conforms with the general rules 
of the code, yes, sir, in that respect. 

Senator Bennetr. You think we should make it tougher on the in- 
surance company, on the insurance industry than we do on the other 
industries? 

Mr. Magovern. No, sir, I do not think that in this respect it is par- 
ticularly making it tougher on the insurance industry because of the 
nature of the insurance business. 

Although I am not an actuary, it would be my opinion that a com- 
pany under the provisions of this law wil] in any event be requited 
to set up a liability for the payment that they will have to make over 
the next 10 years. So that in effect you are not imposing a tremen- 
dous burden on a life insurance company. 

Senator Bennett. But you think the life insurance industry can 
well afford to pay us additional revenue of about $25 million a year 
in this 2-year period, and that that will] be no burden? 
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Mr. Macovern. All that they are paying, Senator Bennett, is the 
interest that they would be able to—if it was set up as a liability, it 
would be discounted for interest, so that actually all that you are call- 
ing upon the life insurance companies to pay is the discounted interest 
factor. You are not asking them to—they would have to set that 
up as a liability in any event, $25 million. 

Senator Bennett. One of the objectives of this bill is to bring the 


taxation of life insurance companies more nearly into the pattern of 


that applied to other corporations, and this would represent a very 
radical departure from the program this committee worked out for 
handling this problem of forced change of accounting. 

Mr. Macovern. But still it would not have—it would not be burden- 
some since the life insurance company would, unlike another cor- 
poration, have to set up this as a definite liability in its statement, 
anyway, and set the funds aside. 

Senator Bennerr. Well, does it have to set the funds aside the first 

year ¢ 
’ Mr. Macovern. I would—as I read the bill, sir, it becomes a 
liability at that time and they would have to set the funds aside, 
yes, Sir. 
" Senator Bennett. Those funds are not available to the company 
for general use by the company. Isn’t it just a stated liability in the 
company’s report with the funds remaining in the discretion of the 
management of the company until they are actually needed ? 

Mr. Macovern. It is taken out of the surplus account. It becomes a 
liability, sir. It is not available for discretionary use. It is part of 
the assets, are taken and put into that lability. 

Senator Bennerr. But the actual cash is still in your hands until 
you owe them. That part of the money which isn’t owed until the 
10th year is not sequestered, you can use it, invest it, do anything else 
you want with it. 

Mr. Macovern. As I said, the loss is the loss of the interest, that 
is correct, sir. 

Senator Bennetr. No further questions, Mr. Chairman. 

Senator Kerr. The Committee will recess until 10 o’clock in the 
morning. 

(By direction of the Chairman, the following is made a part of 
the record :) 

JACKSONVILLE, Fia., March 19, 1959. 
Senator Harry F’. Byrn, 
Chairman, Senate Finance Committee, 
Washington, D.C.: 

Urgently request Senate avoid impairing municipal bond market and increas- 
ing cost of municipal financing through indirect repeal of section 103 in 
proposed life insurance company tax bill, H.R. 4245. Such action would have 
very serious consequences for Jacksonville’s progressing urban redevelopment 
program, a program being financed entirely through our own credit and revenues 
and without 1 penny of Federal aid. 

HAYDON BURNS, 
Mayor, Jacksonville, Fla. 


STATEMENT ON BEHALF OF INTERNATIONAL LIFE INSURANCE Co., AUSTIN, TEX. 


International Life Insurance Co. is a capital stock life insurance company 
organized in 1942. It is a very small company with total assets as of December 
$1, 1958, of $2,464,116. It writes ordinary forms of life, health, and accident, 
and hospitalization insurance almost exclusively on the individual basis. The 
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company is owned by some 3,300 stockholders, and no one person, or 

has as much as a 1 percent equity. From 1942 until 1953, the company wag 

very limited in its operations and had at December 31, 1953, an accumulated 

net less from operation of $149,038.64. By 1954, the capital stock had been in 

creased to finance an expansion program. : 
During the next 4 years the following figures illustrate the results 
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Thus by December 31, 1957, the company had an accumulated net loss from 
operations from the date of organization of $916,381.13. Paradoxically, however 
because of the previous tax laws, the company had paid considerable Federal 
income tax all during that period. 

During 1958, the company finally began to realize a gain in operations in the 
amount of $146,090. H.R. 4245 as proposed would tax these gains without any 
regard for the heavy losses incurred immediately prior to 1958. This causes two 
inequities: First, the company is denied the ability to offset the present gaing 
against the previous losses merely to get even with the board, and, secondly, 
its chance to further expand is correspondingly diminished by taxation of these 
present gains which in this company’s case is actually a replacement of capital 
and/or contributed surplus previously expended to get the business started. 

I would respectfully ask for the following amendment: 

“To provide that any company with an accumulated net loss from operations 
from the date of its inception to December 31, 1957, be permitted to carry for- 
ward such accumulated net loss from operations for a period not to exceed 5 
years, commencing with the year 1958, as an offset against taxable income as 
a result of the operation of phases 1 and/or 2 of H.R. 4245 as proposed.” 

This would have the effect of affording small and young companies an oppor- 
tunity to at least recover a portion of their initial losses before subjecting them 
to taxation. It would surely serve to strengthen them and would be an equitable 
provision. 

Or, an alternative amendment: 

“To provide that any company with a total net loss from operations for the 
5-year period (1953, 1954, 1955, 1956, 1957) be given an opportunity to offset 
such total net losses against taxable income as a result of the operation of phases 
1 and/or 2 of H.R. 4245 as proposed, much in the same manner as if H.R. 424 
had become effective in the year 1953, in which event such losses would have been 
allowed as carryforward credits as presently provided in H.R. 4245 as proposed.” 

I would make only one further comment with respect to H.R. 4245 as proposed, 
It would definitely seem that small companies are at a disadvantage with respect 
to the 2 percent deduction on group accident and health and hospitalization 
premiums. They cannot enter the group field until they become very large— 
but, on a regional basis can serve individual needs, and it would seem that this 
deduction should extend to individual business, or it obviously will favor the 
large companies, and this is never a desirable feature in any tax legislation. 

Respectfully submitted. 

JaMes FE. Dunne TI, 
President, International Life Insurance Co. 


STATEMENT OF ARTHUR J. Cape, Executive Vice PRESIDENT, Oty Repustic Lire 
INSURANCE Co., Cnrcaco, ILL. 


Mr. Chairman and members of the committee, I am Arthur J. Cade, executive 
vice president of the Old Republic Life Insurance Co. of Chicago, Il. 

As executive vice president of Old Republic, my principal responsibility is for 
the successful operation of our sales and agency organization leading to increased 
production and, we hope, greater profits. 
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Unfortunately, I possess neither a legal nor an actuarial background and it has 
not been easy for me to understand H.R. 4245 which even the experts, I believe, 
will agree isa very complicated bill. 

In the hearings before the subcommittee of the House Ways and Means Com- 
mittee and thus far during the hearings before your committee there has been 
much discussion concerning the competitive problems which may be created if 
HR. 4245 is enacted. It is to the competitive problem that most of my remarks 
will be directed. 

Throughout the hearings frequent references have been made to the so-called 
specialty companies. The term has been loosely used but never clearly defined. 
It would appear, however, that those using the term had Old Republic in mind 
along with other companies. 

Therefore, before proceeding with my testimony, I would like to tell you a 
little bit about my company. 

Old Republic was organized in 1931 but through its three predecessors its his- 
tory dates back to 1923. For the first 10 years of operation, the company 
specialized in the sale of ordinary life insurance. Frankly, we did not sell very 
much. During the early years of the depression it became apparent that our 
fpancial resources would not withstand the continuing drain inherent in the 
operation of a new life insurance company, particularly one seeking to develop 
primarily ordinary life insurance. 

Consequently, a decision was made in 1933 to diversify the company’s operation 
aud to concentrate on the development of a portfolio of credit life insurance, 
which at that time was still a comparatively new type of life insurance. 

Our early efforts to expand in this new field were successful and led to a 
greater concentration in that area. We are proud of the fact we are today one 
of the largest writers of this popular form of life insurance. 

At the time we entered the field of credit life insurance there were only three 
other companies active in that field. All three are still active: one of them is 
larger than we are—it isa mutual company. The other two, like Old Republic, are 
stock companies. Less than 8 years ago there were only approximately 50 com- 
panies active in the field of credit life insurance. Today there are over 300 active 
in the field and the great majority of them are companies whose histories date 
back prior to the founding of our company. 

Old Republic is a stock company and our stock is publicly owned. In the past 
few years the company has endeavored to diversify its portfolio of life insurance 
and we have been successful to date in placing approximately $10 million of 
ordinary life insurance on our books and hope, during the year 1959, to increase 
that figure to approximately $30 million. 

As our financial resources permit, we will continue to diversify our business 
so as to enable us to participate in the profits that are to be made in other lines 
of life insurance. In every respect we have always considered and still do 
consider Old Republic to be a life insurance company. 

Life insurance is a specialized business and life insurance companies cannot 
be successfully operated without a staff comprised of many specialists. 

Testimony here presented would indicate that the bulk of group annuity busi- 
hess is at present concentrated in the hands of a small number of companies. 
To me that is quite understandable. To successfully offer a group annuity pro- 
gram on a competitive basis requires the employment of skilled and expensive 
technicians. We look forward to the day when our resources will permit us 
toemploy such technicians so that we can compete for annuity business. 

The sale of employer-employee group life insurance and the sale of group 
life insurance in connection with union welfare funds likewise require skilled 
technicians with specialized ability and knowledge. Again, it is our fervent 
hope that Old Republic may one day be staffed so as to successfully compete 
for such business. 

Credit life insurance is also a specialized business and in that particular area 
we are well staffed with personnel who understand the business and who have 
suecessfully competed for our share of the market. 

The majority of witnesses who have testified during the course of hearings on 
the pending tax bill have been men of experience in the life insurance business 
who must certainly appreciate the tremendous importance of specialization to 
the successful operation of such business. Yet many of these witnesses have 
used words of derision when referring to so-called specialty companies. 

Term life insurance is the only pure form of life insurance. In every policy 
of life insurance there is a term element. When the term element, providing 
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pure protection, is combined with the savings element, providing funds for even- 
tual retirement and security, we may describe it as a whole life or endowment 
policy. Regardless of what it is called, a life insurance policy always Containg 
the term element. 

Much has been said concerning the impact the proposed bill might have in 
discouraging the use of life insurance as a form of voluntary savings, Con. 
paratively little has been said concerning the impact it might have in discourag. 
ing the use of life insurance as a much-needed form of family protection, I 
regard the protective feature of life insurance as the more important feature 

That the public regards the protective feature of life insurance as more jp. 
portant and of ever increasing importance, is reflected in the statistics hereto- 
fore presented by other witnesses indicating that an ever increasing percentage of 
the new issues of life insurance are on a term basis, 

Some of these witnesses would have you believe that the trend referred to is 
the result of past tax laws which failed to tax the underwriting profit on term 
insurance. 

That is not true. 

The increasing volume of term insurance reflects the fact that insurance gales 
are today being tailored to the public need. 

The average man who is head of a family has as his principal objective jp 
life the desire to provide security for his family. He is desirous of providing 
such security even though death may strike him prematurely. It is only throngh 
the instrument of life insurance that he can hope to attain that objective ang 
even with life insurance, the objective is becoming increasingly difficult to attain 
by reason of the inflationary trend which we have all witnessed. 

A man with a $7,000 a year income and with a wife age 40 and two children 
ages 9 and 10 who wished to provide $3,000 of life insurance for burial and 
cleanup purposes, approximately $6,000 of life insurance to cover expenses 
during the first year following his death to allow for a period of readjustment, 
approximately $3,500 a year for each year until the children became self-sup- 
porting, and $2,250 a year thereafter for the support of his widow, even after 
allowing for social security benefits, would require approximately $75,000 of 
life insurance to attain his objective. Few men with an income of $7,000 a 
year could hope to attain that objective and certainly they could not do so unless 
their insurance portfolio included a substantial element of term insurance. 
This explains in part the widespread use of combination policies which provide 
a substantial element of pure term insurance in combination with a basic element 
of ordinary life insurance. 

A statement by Mr. Eugene M. Thoré of the Life Insurance Association of 
America is set forth on page 212 of the transcript of hearings before the House 
Subcommittee on Internal Revenue Taxation. Mr. Thoré therein indicates that 
the percentage of term insurance in relation to total ordinary insurance in force, 
excluding credit insurance is 20.6. 

The Life Insurance Fact Book, published by the Institute of Life Insuranee, 
indicates that there were approximately $265 billions of ordinary life insurance 
in force at the close of 1957. Hence it is etimated that approximately $5 
billions of such insurance was term insurance. 

The same Fact Book sets forth figures indicating there were approximately 
$135 billions of group life insurance in force at the close of 1957, approximately 
90.9 percent of which was on the termi plan. Hence it is estimated that approxi- 
mately $123 billions of such insurance was term insurance. 

The Fact Book also indicates that there were approximately $20 billions of 
credit life insurance in force at the close of 1957, all of which business was on 
the term basis. 

We thus find that there was a total of approximately $198 billions of term 
life insurance in force at the close of 1957. 

Credit life insurance represented approximately 10 percent of all term life 
insurance in force and approximately 414 percent of all life insurance in force at 
the close of 1957. 

In connection with the $20 billions of credit life insurance in force, there were 
outstanding approximately $34 million credit life insurance policies and cer 
tificates. Old Republic had in force approximately $2 billions of such insurance 
and we had outstanding 3,400,000 policies and certificates. 

The remaining $18 billions of credit life insurance in force was widely dis- 
tributed among our 300 competitors with a very substantial portion of such 
business being held by mutual life insurance companies and still another sub- 
stantial portion of such business being held by stock life insurance companies 
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offering a diversified portfolio of life insurance. The remainder of such busi- 
was held by companies like Old Republic and by companies affiliated with 
financial institutions. 

We believe that these statistics are of importance to you in your considerations 
since there would appear to have been a deliberate attempt on the part of some 
witnesses to direct attention from the overall aspects of the problems relating to 
the taxation of life insurance companies by directing attention primarily to the 
roblem as it relates to the so-called specialty companies. As indicated in the 
above statistics, these companies account for a minute fraction of the total of 
term insurance in force, a fact recognized by the House Ways and Means Com- 


ea mepoblic recognizes its obligation and is fully prepared to pay its fair share 
of Federal taxes. It also recognizes the importance and necessity of paying taxes 
for the support of State and local governments. 

We are, however, concerned lest a tax bill be enacted which discriminates 
against a pa rticular company or a particular type of company, thereby destroying 
competitive balance. Our fears are not without foundation. 

In many of the early proposals offered by industry, as well as by the Treasury, 
formulas were suggested which would have levied a discriminatory tax against 
Old Republic placing us at a severe competitive disadvantage. For example, 
under the Treasury formula initially presented to the House Ways and Means 
Subcommittee, we estimated that our tax on 1957 income would have been 
$690,000. The same block of business written under identical circumstances as a 
part of the portfolio of several of our competitors would have developed a tax of 
only approximately $415,000. 

Old Republic was thus confronted with a tax burden 67 percent greater than 
that imposed on its competitors. 

It was that problem which prompted us to request an opportunity to be heard 
by the House Ways and Means Subcommittee. 

In subsequent considerations, the Ways and Means Committee sought to correct 
that inequity. 

It is true that Old Republic had paid relatively little Federal income tax in 
comparison to its total operating gains in past years. This resulted from the fact 
that the bulk of our writings were in term life insurance which tends to develop 
relatively little investment income and relatively high underwriting income. 
There are those who might have you believe that our concentration in the field 
of term life insurance was prompted by a desire to avoid Federal income taxes. 
Nothing could be further from the truth. 

Our decision to concentrate on the sale of term life insurance has heretofore 
been explained, and it was a decision made without consideration of the impact 
of Federal taxes. 

There are those who might have you believe that only the so-called specialty 
companies have paid relatively little Federal income tax in relation to the operat- 
ing gains they have enjoyed. This is an erroneous impression. All companies 
writing term life insurance have paid relatively little Federal income tax on the 
operating gains derived from the sale of such insurance. 

It is true that the deficiencies of a tax based solely on investment income are 
more apparent in the case of a company writing principally term insurance than 
would be the case with companies having a diversified portfolio of insurance. It 
is important, however, to understand that all companies writing term insurance 
paid relatively little tax in connection with that portion of their portfolio. 

It should be recognized that there are normally two elements of income in con- 
nection with the sale of any form of life insurance. There is the element of in- 
vestment income and there is the element of underwriting income. In the case 
of term insurance, the element of underwriting income is the more important; 
in the case of other forms of life insurance, the element of investment income 
is the more important. However, there is also an element of investment income 
in connection with term life insurance, just as there is an element of underwrit- 
ing income in connection with other forms of life insurance. 

Many witnesses who in the current hearings have been prone to direct atten- 
tion to Old Republic are persons who in past hearings have testified that there 
was only one element of taxable income in the sale of life insurance and that ele- 
ment was investment income. I am appalled that these men who in the past 
have advised Congress in its tax considerations should now be critical of a 
company that paid relatively little Federal income tax by reason of the fact 
that it had little investment income and substantial underwriting income. It 
was their own past testimony which caused the situation to exist. 
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Old Republic has never testified before any congressional committee 
attempt to preclude the taxation of underwriting income and we are 


in an 
ag not h 
to do so at this time. ere 
In our opinion it is proper to lexy taves against operating gain including both 
the element of investment income and the element of underwriting income 
However, that objective is not easy to achieve without destroying the com- 


petitive balance which exists in the industry today. 
complexities of H.R. 4245. 

In my testimony to this point I have endeavored to provide you with back. 
ground information that is considered essential to the sound evaluation of the 
remainder of my testimony. 

I would now like to direct my testimony to a discussion of H.R, 4245, both 
as to its basic pattern and structure as well as to certain of its specific provisions 

A sound Federal income tax law should (1) raise adequate and proper reve. 
nue, and (2) provide tax equality and preserve competitive balance. 

In our analysis of H.R. 4245 we have endeavored to determine whether it will 
meet that twofold test. 

We believe H.R. 4245 effectively corrects one glaring deficiency that existeq 
in the tax laws that applied during the past several decades; it levies a tax on 
underwriting income as well as on investment income. 

The tax on investment income is dealt with under phase 1 of the bill. 

To the extent that phase 1 retains the use of industry averages in computing 
the tax on investment income it remains deficient and the recommendation here. 
tofore made by other witnesses to eliminate the use of industry averages should 
receive your favorable consideration. That change is essential if companies 
are to be taxed according to their own individual ability to pay. 

H.R. 4245 does not allow any deduction for policyholder dividend distributions 
in connection with the calculation of the tax on taxable investment income. This 
feature must be retained and must not be modified if competitive balance is to be 
maintained. 

At this point I would like to disgress for a moment and discuss the policyholder 
dividend paid by mutual companies and by stock companies writing participat- 
ing insurance. 

The big mutual companies provide the principal competition to all other 
companies. This is true whether it be competition for ordinary life insurance, 
group life insurance, group annuities, or credit life insurance, or for that matter 
any other line of insurance. 

It is essential to any discussion of the competitive problem that the nature of 
the policyholder dividend be understood. 

Some spokesmen for mutual companies would have you believe that the divi- 
dend is simply a return of the excess premium deposit made by the policyholder. 
That is not true. 

A policyholder dividend contains two elements. One element of the dividend 
may be considered a return to the policyholder of the excess premium deposit 
that the same policyholder was required to contribute when he joined the mutual 
organization. There is, however, a second element which mutual spokesmen 
frequently do not mention. That second element is a distribution to the policy- 
holder of a portion of the profits earned from dealing with third parties. This 
element may consist of investment income, underwriting income, or both. Usu- 
ally it consists of both investment income and underwriting income 

The mutual policyholder in reality plays a dual role. He is both a policyholder 
and, in essence, a shareholder in the mutual company for it is the excess preminm 
deposits which provide the continuing source of capital for mutual companies. 

Against that element of the dividend distribution which is a return of the ex- 
cess premium deposit paid by the policyholder, no tax should be levied with 
respect to either the corporation or the policyholder. The situation is similar 
to the treatment accorded the capital investment of a shareholder. 

Against that element of the dividend which consists of investment income, 
underwriting income, or both, taxes should be levied. Taxes should be levied 
against such income to the corporation, whether stock or mutual, and thereafter 
taxes should be levied against the residue of such income when it is distributed 
as personal income to either the individual policyholder or to the shareholder. 

If, however, for sound reason the tax on corporate income is not, or cannot 
be, levied in the case of the mutual operation, then relief must be provided to 
the stock company in order to maintain competitive balance. 

With the benefit of the foregoing discussion of the nature of the policyholder 
dividend, I would like to return to our consideration of H.R. 4245. 
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As drafted, it will not, and properly so, tax that element of the dividend dis- 
tribution which is a return of the excess premium deposit. 

It will exact from the mutual company and stock company alike a tax on in- 
yestment income to the corporation. 

It will, however, permit the mutual company, particularly the large mutual, 
tominimize or completely avoid the payment of taxes on its underwriting income. 

Recognizing that it would be extremely difficult, if not impossible, to remedy 
that situation, H.R. 4245 has provided necessary relief to the stock company in 
phase 2 by allowing a deduction equal to 10 percent of the annual increase in re- 
serves with respect to nonparticipating business (other than group and annuity 
business ). 

That is the logical place to provide such relief since H.R. 4245, in levying a tax 
against underwriting income, does so in two steps. Those steps are referred to as 
phase 2 and phase 3 of the bill. 

I would also like to comment briefly on a second deduction that is allowed in 
phase 2. That is the deduction allowed for group insurance equal to 2 percent of 
the premium income from this type of insurance until the cumulative amount of 
the deduction equals 50 percent of the current year’s premium income from that 
source. That special deduction is patterned after reserve requirements of at 
least two States. In the case of Old Republic, we have at present accumulated 
pearly $1 million in that account. It would be difficult, if not impossible, to 
maintain the required funds if such a deduction were not authorized under the 
Federal tax statute. 

Neither the 10 percent reserve deduction nor the 2 percent group deduction 
can be utilized to reduce the tax on investment income nor to create a loss to 
be carried over. 

After determining the underwriting gain in phase 2, one-half of such amount 
is then added to the taxable investment income to reach the combined tax base 
under phases 1 and 2. The 50 percent reduction in underwriting gain is allowed 
by reason of the difficulty experienced in establishing with certainty the actual 
annual income of a life insurance company. The difficulty, in part, results from 
the long-term nature of the life insurance business. By reason of the uncer- 
tainties which may be encountered, it is essential that a substantial surplus be 
maintained for the protection of policyholders. 

We believe that this feature is equally important with respect to term coverage. 
When term life insurance is written, the amount of reserve established is rela- 
tively low, particularly in relation to the exposure assumed. For that reason a 
greater surplus is required in connection with term insurance if the policyholder 
isto have a full margin of safety. 

In phase 3 of H.R. 4245 it is provided that one-half of underwriting gains not 
taxed currently under phase 2 will be transferred to what is therein designated as 
the policyholders’ surplus account. A subtraction in that account as provided 
in the bill creates the third-phase portion of a life insurance company’s tax. 

A second account provided for in phase 3 is called the shareholders’ surplus 
account and it is, in essence, a record of all tax-paid amounts (less the amount 
paid in taxes) for calendar years beginning on and after January 1, 1959. When 
dividends are paid to shareholders, the balance in this tax-paid account is 
reduced first and this does not result in any further tax under phase 3. 

By limiting the amount which may be accumulated in the policyholders’ sur- 
plus account to 25 percent of life insurance reserves or 60 percent of net premiums 
received in the current year, whichever is higher, H.R. 4245 would automatically 
force the transfer of funds from the policyholders’ surplus account to the share- 
holders’ surplus account, thereby requiring payment of taxes out of the funds 
so transferred. 

We believe that certain amendments should be considered with respect to 
phases 2 and 3 of H.R. 4245 if competitive balance is to be maintained. 

Consideration should be given to the advisability of allowing a partial dis- 
tribution of existing surplus on a year-to-year basis without first requiring the 
payment of the entire tax liability which accrues under the policyholders’ surplus 
account. 

The smaller company may, from time to time, find it desirable to issue a call 
for additional paid-in surplus. In this connection, maintenance of a dividend 
program is important. To require the company to pay the full tax on all cur- 
rent income, before any portion of such dividend could be paid from previously 
accumulated surplus, may create a serious competitive problem for the smaller 
company. 
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There is one feature of H.R. 4245 which gives us cause for grave concer; 
The bill fails to recognize that life insurance companies are already heavily ron 
by the States; more heavily, we believe, than any other industry. 

To illustrate the impact of combined State taxes and Federal income taxes 
as they will be levied under H.R. 4245, I would like to quickly review the past 
history of Old Republic. 

During the 27-year period following its incorporation, Old Republic has had a 
net operating gain of $9,510,000. Its net operating gain has been utilized 
follows: " 

In 1931 the company had approximately $488,000 of policyholders’ surplus as 
the result of paid-in capital and surplus. During the ensuing 27 years, policy- 
holders’ surplus was increased by $180,000 through paid-in capital and surplus 
Of the $9,510,000 of operating gain, approximately $3,478,000 was distributed 
in the form of cash dividends. Of the remaining $6,032,000, approximately 
$1,489,000 was utilized to defray capital losses and to provide for the statutory 
reserves required in connection with unauthorized reinsurance. The balance 
of $4,543,000 has been contributed to policyholders’ surplus which as of Decem. 
ber 31, 1957, stood at approximately $5,161,000. Such surplus provides an essep- 
tial margin of safety to the company’s millions of insureds protected by its $2 
billion of insurance in force. 

During the 27-year period in question, all management decisions were made 
without consideration of tax consequences. It is apparent that funds were avail- 
able which could have been utilized to increase cash dividends had management 
not felt that it was essential to retain such funds for the protection of policy- 
holders and the growth and development of the company. 

During that 27-year period, Old Republic paid in State premium and Federal 
income taxes $3,522,000. Substantial additional amounts were paid in the form 
of licensing fees and other taxes to Federal, State and local governments. 

Had H.R. 4245 been applicable to the business of Old Republic during that 
27-year period, it is estimated that our Federal income tax under phases 1 and 
2 would have been increased by approximately $2,300,000. 

As a consequence, in order to pay this Federal tax of $2,300,000, without re- 
ducing the policyholders’ surplus deemed essential to the protection of policy- 
holders and the growth and development of the company, it would have been 
necessary to reduce the cash dividend by such amount which, in effect, would 
have been a 67-percent reduction in cash dividends. 

Moreover, had phase 3 been applicable, additional deferred Federal income 
tax liability of approximately $2 million would have existed. 

That tax liability could not have been discharged without a considerable 
reduction in the company’s surplus funds deemed essential to the protection of 
its policyholders and the growth and development of the company. Even if we 
had not paid any cash dividends whatsoever, a reduction of approximately 
$800,000 in our surplus funds would have been required in order to discharge 
that tax liability. 

It would seem apparent that the impact of a Federal income tax levied at 
the full corporate rate, when combined with the heavy State premium taxes 
required of life insurance companies, might seriously impair the company in 
its operations. 

A life insurance company renders a real service to the American public 
and is unique in its nature. It is the only type of institution that can provide 
essential security to the family should death strike the family head prematurely. 
It combines with this protective feature the element of savings. 

It seems obvious to us, on the basis of our own experience, that some portion of 
the tax burden which will arise under H.R. 4245 as drafted will, of necessity, 
need to be shifted to the American public if a company is to maintain surplus 
necessary to protect its policyholders and for its future growth and development. 

It is with reluctance that I make that statement for as I have frankly indicated, 
Old Republic has in the past paid relatively little Federal income tax in rela- 
tion to its earnings, and you might, therefore, conclude that we have no reason to 
complain. 

However, I do believe it is the sincere desire of this committee, just as I am 
convinced it is the sincere desire of the House Ways and Means Committee and 
of. the Treasury Department, to enact a sound bill that will provide a permanent 
formula for the Federal income taxation of life insurance companies. We have 
candidly discussed figures relating to our operation because we believe they tend 
to clearly demonstrate the impact that this tax bill may have on the future 
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operation of life insurance companies, particularly the small life insurance 
companies. 

We believe that your committee may wish to give consideration to this prob- 
jem and provide some relief to industry in light of the heavy burden of State 
taxes it bears. 

We recognize the practical difficulties encountered if State premium taxes 
were allowed as a deduction against Federal income taxes. We believe it would 
gable the States to eventually dry up Federal income tax revenue from the 
life insurance industry. However, the necessary relief could be provided through 
modification of phases 2 and 3 of the bill. 


CONCLUSION 


We have endeavored to demonstrate the impact H.R. 4245 will have on the 
smaller life insurance companies. 

The severity of the impact is clearly demonstrated on pages 15 through 17 of 
this statement where, for purposes of illustration, we have calculated the tax 
which would have been paid by Old Republic had H.R. 4245 been in effect through- 
out the 27 years our company has operated. 

Byven though we had paid no dividends whatsoever to our shareholders, we 
nevertheless would have been unable to accumulate the surplus we deem neces- 
sary to the protection of our policyholders. Faced with a similar prospect, most 
small companies cannot hope to survive unless H.R. 4245 is amended to some 


This substantiates the concern of several members of the House Ways and 
Means Committee expressed in paragraph 2 on page 88 of the report of the 
Committee on Ways and Means on H.R. 4245. 

Therefore we recommend that this committee consider amending H.R. 4245 
in the following particulars : 

1, Eliminate phase 3 in its entirety. This will cause little loss of revenue and 
will leave surplus free of any Federal tax lien so that it may be utilized for the 
growth and development of the company as well as the protection of its policy- 
holders. A second reason for eliminating phase 3 is that it is clearly discrimina- 
tory with respect to the smaller companies. 

2. If phase 3 is not eliminated in its entirety, at least mitigate its discrim- 
inatory impact on small companies by amending phase 3 to provide for its 
gradual application over a period of 5 years. This may be accomplished through 
the adoption of the amendment suggested by Mr. Frank Jordan in his testimony 
before this committee on March 18, 1959. 

8. Amend phase 2 of the bill to provide for its gradual application over a 
period of 5 years. This suggestion has been made by several other witnesses 
induding Mr. Leonard H. Savage in his testimony before this committee on 
March 17, 1959. Funds thus released should be placed in the shareholders’ 
surplus account. 

4. Amend the bill to permit partial distribution of existing surplus on a year- 
to-year basis without first requiring the payment of the entire tax liability which 
accrues under the policyholders’ surplus account, provided such partial distribu- 
tion in any year shall not exceed 5 percent of the existing surplus. 

By permitting a transition period of 5 years with respect to the impact of 
phases 2 and 3, the smaller companies will be given an opportunity to achieve 
a greater degree of parity with their larger competitors. They will have an 
opportunity to achieve a mix of business to some degree comparable to that of 
their large competitors. They will have some opportunity to strengthen their 
free surplus position. They will have some opportunity to consider merger or 
sale if it appears that competitive equality is beyond their reach. 

The suggestions we have made are not prompted solely by reason of our own 
company position, but are made because of their importance to all small 
companies. 


STATEMENT oF W. L. NEWTON, EXECUTIVE VICE PRESIDENT, KENTUCKY (‘ENTRAL 
Live & Accrpent INSURANCE Co., ANCHORAGE, Ky. 

The company of which I am executive vice president is not a new company, 
hor is it a small company in the strict sense; but with assets slightly in excess 
of $2314 million, we must be considered a small company by relative standards. 
We are members of the Life Insurers Conference and the American Life Con- 
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vention, but the views presented in this statement purport to be the y 
company only. Toward the close of our statement, we will specific 
consideration of an amendment to H.R. 4245. This amendment would in no w 
impair the budget requirements and objectives of our Government, 
general pattern of the bill. 

The bill which the House of Representatives has sent to the U.S. Senate for 
its consideration would tax the total income of life insurance companies at reg- 
ular corporate rates. It is a well-conceived and well-drafted tax bill, and reflects 
much study and a great deal of understanding of the multiplicity of 
incident to the taxation of life insurance companies. 

There is nothing actually new in the theory of tax nor the tax approach under 
phase 1 of the bill, although the method of determining the credit for reserve 
interest requirements and the treatment of tax-exempt securities result in pro- 
ducing substantially greater revenue than the Mills-Curtis formula. 

Phases 2 and 3 are entirely new, and are designed to tax underwriting gains 
The bill very wisely recognizes the difficulty of determining at what point such 
gains are realized by deferring the tax on a portion of the gains until clearly 
identifiable as such. We would not be foolish enough to argue that the net 
income of life insurance companies, whether resulting from investment income 
or underwriting gains, is not a proper object of Federal income tax. But this 
fact does not necessarily warrant the conclusion that such income should 
be subject to a tax rate of 52 percent. Equality of tax treatment does not 
demand such a conclusion, and tax legislation should look always to the nature 
of the taxpayer's business, its ability to pay, its position in the economic society, 
and its contributions to such society. In our view, the real and fundamental 
issue in this matter is the effective tax rate, and we submit that there are 
sound and compelling reasons why Congress, to this date, has refrained from 
taxing life insurance companies to the extent of this present bill. Some of these 
reasons are as follows: 

(1) Congress has always recognized life insurance companies as one of the 
major bulwarks of private thrift and practical economy, and their most im- 
portant contribution to our country’s expanding economy through their invest- 
ment of these savings. Congress has encouraged the continued accumulation 
of these capital funds by fair and equitable tax treatment in past vears. 

H.R. 4245 according to latest conservative estimates, would produce tax re- 
ceipts of $554 million for the 1958 tax year, compared to $319 million under the 
law in effect for the prior 3 tax years. This sudden and excessive increase is, 
to our knowledge, without precedent in the tax treatment of other industries. 

(2) Congress has always taken cognizance of the tremendous tax burden al- 
ready imposed on insurance companies at State and other governmental levels. 
State premium taxes alone for 1958 will approximate $300 million. Such taxes 
are unique and are unparalleled in the case of other thrift institutions. 

(3) Congress, in past years, has recognized that “profits” of life insurance 
companies, whether from free investment income or from underwriting gains, 
and whether retained by the companies or declared to the investor-stockholder as 
dividends, are not necessarily “profits like any other corporation profits.” The 
product sold by life insurance companies, whether in the form of pure insurance 
protection or in the form of savings, is future dollars. An increase in the tax 
burden cannot be shifted to the consumer-policyholder without seriously impair- 
ing the attractiveness of the purchase. Furthermore, the underwriting gains, 
if any, of a life insurance company on any particular block of business, are not 
attributable to any one year nor to any several years, but gradually emerge 
over a long-term period of many years, and require the maintenance of large 
amounts of capital funds for the protection of policyholders during the period 
of emergence. In many respects, underwriting gains resemble long-term capital 
gains. 

(4) Finally, Congress has, in the past, wisely provided a tax climate which 
permitted the maintenance of the competitive position of stock companies in 
relation to mutuals. Congress has encouraged and fostered the healthy competi- 
tion which has been manifest in the industry these many years. It must be re 
membered that the entry of new companies into the industry is almost exclu 
sively by stock companies, and a great number of our fine mutuals were once 
stock companies themselves. 

Seventy percent of the new tax burden under phase 2 of the bill under considera- 
tion is imposed on stock companies. This is totally inconsistent with the relative 
positions of stocks and mutuals when it is considered that mutuals own 75 
percent of the total assets. 
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Furthermore, phase 3 of the bill creates an actual or deferred tax liability on 
the part of stock companies, and such liability equals approximately the taxes 
paid under phase 2. This additional tax cannot be ignored insofar as it affects 
the industry, the insuring public, and the public economy merely because it may 
be deferred. If phase 3 were applicable to 1958 as it would apply to subsequent 
years, an additional tax liability of approximately $28 million is created. Stock 
companies would now assume approximately 82 percent of the new tax burden 
imposed by phases 2 and 3. ; - ‘7 : 

Our company does not desire a “tax shelter.” We do want a fair, equitable, 
and permanent tax bill which will permit our company a healthy growth and 
which will permit a reasonable return to our investor-stockholders. 

The changes in H.R. 4245 suggested by other member companies of the Life 
Insurer’s Conference are fine insofar as they go. However, for the reason stated 
above, we feel most strongly that the bill, even with such changes, represents 
a much too drastic departure from the fundamental tax principles underlying all 
past legislation, and that a more realistic approach is required. We therefore 
respectfully and earnestly submit that the tax rate applicable to phases 2 and 3 
of this bill should be modified. We specifically recommend that the bill be 
amended to provide for a tax imposed, in addition to the tax on capital gains, 
to consist of the corporation normal tax applicable to all taxable income under 
the bill, plus the corporation surtax applicable to the taxable investment income 
or the gain from operations, whichever is smaller, less $25,000. This amendment 
would reduce the tax rate under phases 2 and 3 from 52 percent to 30 percent ana 
the reduction in tax receipts would amount to $18 million. The total tax receipts 
under the bill would be $536 million, still well in excess of the Treasury’s an- 
nounced objectives. Although relatively modest in its immediate application, this 
amendment would do much to alleviate the total impact of this new law, and 
the inequity of its application. 

We would like to endorse and to comment briefly on two proposals previously 
submitted to the committee. While we confess that our interpretation of the 
provisions relative to tax-exempt securities could be in error, we have been 
unable to find where we are not receiving a full exemption for these earnings. 
Nevertheless, it does represent a change in the prior treatment of such securities, 
and, as a practical matter, make such securities considerably less attractive as 
an investment. Congress could, in the public interest, and to further encourage 
the continued participation of life insurance companies in these issues, permit 
the deduction of tax-exempt interest without the “adjustment to prevent double 
deductions” provided the deduction does not exceed invested funds in excess 
of policy reserves. 

Regardless of what is done with respect to these and all other proposals, it 
would seem to us that the immediate impact of a new tax law which so sharply 
increases taxes should be buffered by a transition peried. The increase on some 
companies is proportionately much greater than on others. A transition period 


as suggested in the letter of the Secretary of the Treasury of April 10, 1958, 
would be most helpful. 


U.S. SEXATE, 
COMMITTEE ON FOREIGN RELATIONS, 


Mareh 16, 1959. 
Senator Harry FLoop Byrp, 


Chairman, Senate Committee on Finance, 
Washington, D.C. 


Dear Harry: I know you must be receiving thousands of letters in connection 
with the committee’s study of H.R. 4245. The enclosed letter is one of many 
which have come to my office and I have singled it out for your attention for the 
reason that it comments specifically, and, I think, convincingly, on a special 
aspect of this proposed legislation. I have assured Mr. Jensen that the com- 
mittee will assess very carefully the impact on small underwriters, such as the 
one he represents, of the section to which he refers. If it is convenient, I 
would like to ask that you include this letter in the printed record of the hear- 


ings so that it may readily be brought to the attention of other interested 
Senators 


My warmest good wishes to you. 
Sincerely, 
FRANK CHURCH, 
United States Senator. 
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Boise, Ipano, Varch 10, 1959 
Senator Frank CHURCH, : 
Senate O fice Building, 
Washington, D.C. 

DeAR FRANK: One of my present duties is to represent an insurance company 
which may be adversely affected by H.R. 4245, which is now in the hands of 
the Senate Finance Committee. It is my understanding that a second series of 
hearings will be scheduled on March 17. 

This company presently writes a limited form of life insurance called credit 
life in the States of Washington, Oregon, California, Utah, Nevada, and Idaho. 
Step 3 of the proposed bill will make it difficult, if not impossible, for smaller 
life insurance companies, such as ours, to stay in business 

The same type of insurance is written by large companies, but they will not 
be taxed on this type of business due to their investment income being taxed. 

Actually, it is my understanding that this portion of the tax proposal is ex- 
pected to produce about $20 million in revenue, but when contrasted with its im- 
pact on the smaller companies, it is apparent that it is not a revenue proposal, 
but a device to force companies such as ours to dispose of them to the larger 
companies. 

It may be of interest to you to know that six large mutuals have more than 50 
percent of the life insurance in force and an even larger proportion of the total 
assets of all companies. 

The proposal in H.R. 4245 will accelerate the trend toward concentration of 
business into the hands of these tremendously large companies. 

We are bringing in thousands of dollars into Idaho each month, which is in- 
vested in this State. If we are to be put out of business by this approach, the 
same type of coverage will be written, but it will be done by the larger com- 
panies who will channel the funds back East. Other companies such as ours in 
Idaho will likewise be affected. 

There is no doubt that an overhauling of the tax measures for insurance com- 
panies is long over dune, and we are willing to pay our way. But the discrimina- 
tion, suddenness, and enormity of this proposal is breathtuking 

I trust that you will give your earnest consideration to influence the voting 
against step 3 of H.R. 4245. 

Trusting that all is going well with you, and with warm personal regards, | am 

Sincerely yours, 
Berne K. JENSEN. Attorney at Law, 





THe TRAVELERS 
THe TRAVELERS INSURANCE Co 
THE TRAVELERS INDEMNITY (0 
Marcu 19, 1959 

Re H.R. 4245 
Hon. Harry F. Byrn, 
Chairman, Senate Finance Committee, 
Senate Office Building, 
Washington, D.C. 

DEAR SENATOR Byrrp: Enclosed herewith is a copy of a statement regarding the 
above bill which I am filing today on behalf of The Travelers Insurance Co. of 
Hartford, Conn. 

This bill appears to us to be defective in two important areas: (1) It fails to 
provide adequate treatment for capital losses and (2) it conld impose a high 
excise tax on a stock company in a bad year and deny, as a practical matter, any 
effective carryback relief. 

A suggested amendment of section 809(z) (1) is annexed to my statement which 
would eorrect the second point by permitting a company to take certain dedue- 
tions in a bad year to the extent that its taxable income had exceeded its invest- 
ment income floor in prior years. 
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We believe that these points deserve consideration by the committee and are 
taking this means of bringing them to the committee’s attention. We respectfully 
request that this letter and the attached statement be incorporated in the printed 
hearing record. 

Sincerely yours, 
MILLARD BARTELS, 
Chairman, Insurance Executive Committee. 


STATEMENT ON H.R. 4245 BY MILLARD BARTELS, CHAIRMAN, INSURANCE EXECUTIVE 
COMMITTEE, THE TRAVELERS INSURANCE Co., HARTFORD, CONN. 


This bill, in its present form, contains a dangerous defect from the stock 
company viewpoint. It could impose a high level of taxes on many stock com- 
panies even though they sustain large operating and capital losses. This dem- 
onstrates that the bill is not an income tax based on the business experience of 
each company; instead it imposes a steeply increased excise tax on certain of 
these companies in a manner which could undermine their financial strength 
in bad times. 

In the first place, the bill should recognize that investment losses are real 
operating losses to life insurance companies. Investments are their stock in 
trade and are essential to the fulfillment of their contracts. The only protec- 
tion against capital losses afforded by H.R. 4245 as passed by the House is an 
offset against capital gains during a period which is much too limited. Life 
insurance companies invest for the most part in long-term dollar investments 
which are not speculative in nature. There is little opportunity for capital 
gains of any kind but a major depression would certainly bring heavy losses 
on bonds and mortgages. 

How should the bill be corrected to afford reasonable protection against such 
vapital losses? There has not been time since the passage of this bill by the 
House to work out the solution which would be best for the entire business. 
One way would be to permit the deduction of capital losses from taxable income 
with limitations to prevent abuses. Another way would be to permit the accumu- 
lation of 2 securities valuation reserve similar to that required by State regula- 
tion but extended to include mortgages. Such an account could be credited or 
charged with all capital gains and losses as they occur. A carryback and carry- 
over period of at least 10 years should also be considered. 

The bill should be modified also to provide tax relief during periods with 
severe losses from operations due to adverse underwriting experience. The pres- 
ent provisions for carrybacks and carryovers are ineffective because for many 
companies the operations loss deduction applies to phase 2 only in practical opera- 
tion. The recomputation of tax for the prior year then involves the section 
809(¢) limitation on certain deductions so that the net result is no, or very little, 
tax relief through a carryback or carryover. In essence this carryback cycle 
completely negates the purpose of the deductions of 2 percent of group insurance 
premiums and 10 percent of the increases in nonparticipating reserves which 
were allowed to provide a contingency reserve for bad loss years. In the year 
when the loss occurs, such deductions are disallowed retroactively for the carry- 
back year. This could be remedied by the transfer of the operations loss deduc- 
tion from phase 2, section 809(d) (4), to make it a direct deduction from taxable 
income in section 802(b). 

Another unrealistic treatment of a long-term business is the application of 
the limitation in section 809(g) on certain deductions with respect to each year’s 
results separately. This limitation should be smoothed out over a period of at 
least 10 years since for many companies the gain from operations will fluctuate 
over and under taxable investment income even though the accumulative result 
is on the high side. 

A simple illustration of the need for this change follows: 





Company A Year 1 Year 2 Year 3 Year 4 Total 
Deductions (3), (6) and (7) of see. 809(d $200), 006 $200, 000 $200. 000 $200, 0CO $800, 000 
Taxable investment income 5), 000 500, 000 500, 000 | 500. 000 2, 000, 000 
Gain from operations, without see. 800(g) | { ; 
limitation : 800, 000 | 800, 000 800, 000 300, 000 2, 700, 000 
Taxable income 650, 000 650, 000 670. 000 500, 000 2, 450, 000 


Additions to policvholders, surplus account 150, 000 150, 000 150, 000 0 450, 000 


re ——E 
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Company A would have paid tax for the 4 years on assumed income of 
2,450,000 and would have added $450,000 to its policyholders surplus account 
Since its entire gain for the period was $2,700,000, the denial of $200,009 in 
deductions in year 4 has resulted in its being taxed on an additional Spurious 
gain of $200,000. 

The attached draft of an amendment to section 809(g) would allow a company 
to take these deductions in such a year to the extent of half of the excess of 
its gain from operations over its taxable investment income during the prec 


: edin, 
years. The effect of this proposal may be illustrated as follows: . 





Company A Year 1 Year 2 Year 3 | Year 4 Total 
oe pam it. = _— - . _ c 7 mt —— . i | — = 
Deductions (3), (6) and (7) of sec. 809(d) $200,000 | $200,000 | $200,000 | $200, 000 $800, 000 
Taxable investment income 500, 000 500, 000 | 500, 000 | 500, 000 2 000, 000 

Gain from operations, without sec. 809(g | oe 
limitation 800, 000 800, 000 800, 000 300, 000 2, 700, 000 
Taxable income 650, 000 650, 000 650, 000 300, 000 2. 250. 000 
Additions to policyholders’ surplus account 150, 000 150, 00 150), 000 ( 450, 000 


KR LLL nnn _ 





Under the proposal, company A would be permitted to take the $200,000 of 
deductions shown for year 4 without limitation. As a result, its taxable income 
for that year would be $200,000 less than its taxable investment income. This 
would be a partial offset for the $450,000 excess of its taxable income over its 
taxable investment income in previous years. Company A would have paid tax 
for the 4 years on $2,250,000 and would have added $450,000 to its policyholders 
surplus account. This accounts for its entire gain for the 4 years. 

No tax law applying to life insurance companies should be regarded as gatis- 
factory permanent legislation which fails to protect the companies in times of 
adversity. A mutual company may reduce dividends to policyholders but a stock 
company May not increase premiums on existing policies. History and prudence 
require us to realize that good times do not continue forever. If a depression and 
an epidemic should come at the same time, as well they might, all companies 
would suffer severe strain. These possibilities emphasize the need for essential 
modifications in the bill. The amendments suggested above would not materially 
affect the tax revenues in 1958 or in other years with good operating results, 


PROPOSED DRAFT FOR AMENDED SeEcTION 809(¢) (1) 


(zg) LIMITATION ON CERTAIN DEDUCTIONS. 

(1) IN GeENERAL.—The amount of the deductions under paragraphs (3), 
(6), and (7) of subsection (d) shall not (after the application of subsection 
(f)) exceed the sum of 

(A) the amount by which 
(i) the gain from operations for the taxable year, computed 
without regard to such deductions, exceeds 
(ii) the taxable investment income for the taxable year, and 
(B) 50 percent of the total for the preceding 10 taxable years exclud- 
ing any taxable vear beginning before January 1, 1958, of the excesses, if 
any for each year, of the gain from operations as determined by sub 
section (a) over the taxable investment income for such year, less any 
portion of such excesses applied in accordance with this provision in 
previous years. In this application such excesses will be used to the ex- 
tent needed in sequential order starting with the earliest year. 





THE LINCOLN NATIONAL LIFE INSURANCE Co., 


Fort Wayne, Ind., March 4, 1959. 
Hon. Harry F. Byrp, 


Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D.C. 

Deark Senator Byrp: Attached is a statement outlining a technical problem 
which exists under H.R. 4245 in connection with a certain type of reinsurance. 

May I respectfully request that it be printed in the record of the hearings 
of the Senate Finance Committee on life insurance company taxation. 

Sincerely, 
Henry F. Roop, 


Senior Vice President. 
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STATEMENT OF HENRY F.. Roop, SENIOR VICE PRESIDENT, THE LINCOLN NATIONAL 
LIFE INSURANCE Co., ForT WAYNE, IND. 


The Lincoln National Life Insurance Co. provides reinsurance facilities to a 
large number of life insurance companies. Under a certain type of reinsurance 
agreement, the reinsurer reimburses the reinsured for Federal income taxes paid 
on policies reinsured. This creates a problem of pyramiding of taxes similar 
to that covered by section 110 of the 1954 code. This statement describes the 
problem and suggests an amendment to H.R. 4245 to correct it. 


SECTION 820, INDEMNITY REINSURANCE WHEN ReEsSERVES ARE HELD By 
REINSURED 


When under an indemnity reinsurance contract, treaty, or arrangement, the 
reinsured retains possession and ownership of the reserve funds in relation to 
the reinsurance, and when, under such contract, treaty, or arrangement the 
reinsurer is obligated to reimburse the reinsured for taxes paid under this part 
on investment income derived from such reserve funds, the reinsurer, in lieu 
of reimbursing the reinsured, and with the consent of the reinsured, may elect 
to include in its taxable investment income an amount derived by dividing the 
amount of such reimbursement by the average percentage of tax paid by the 
reinsured upon its taxable income. The reinsurer’s election to accept the right 
conferred by this section shall be made by mailing in duplicate, before the first 
day of the third month following the taxable year, a written notice of such 
election to the reinsured. The reinsurer in preparing its return for the year, 
shall indicate which portion of its taxable income was covered by the reim- 
bursement agreement and shall attach to its return a copy of the letter of elec- 
tion. On fulfilling these conditions, the reinsured shall exclude from its taxable 
investment income an amount equal to the amount included in taxable invest- 
ment income by the reinsurer pursuant to this section. On payment by the rein- 
surer of its tax for the year, inclusive of the amount of tax produced by the 
amount included in investment income pursuant to this section, the reinsured 
shall be finally discharged from liability respecting such amount. 


(1) Concerning Indemnity Reinsurance in General 


This form of reinsurance (to be contrasted with assumption reinsurance) is 
a response to a sensed need on the part of an insurer for indemnity against a 
risk it has assumed. The sensed need for indemnity on the part of an insurer 
may arise from one or more circumstances as, for example: 

The insurance risk may be of a magnitude out of keeping with the in- 
surer’s financial ability. 

The insurance risk may be of such a quality outside the normal scope 
of the insurer’s underwriting. 

The indemnity provided is to the insurer on account of its risk exposure, 
not to the person to whom the insurance was granted. Accordingly, the rein- 
sured alone is obligated to fulfill the insurance contract with the original in- 
sured and must do so regardless of the existence or nonexistence of reinsurance. 
On the other side, the reinsurer is obligated to fulfill its indemnity contract with 
the reinsured, regardless of the latter’s ability or lack of ability to fulfill its con- 
tract with the original insured. 

Inasmuch as the wellspring of all economic values (income, benefits, gains, 
and profits) arising under a life insurance policy is the premium paid by the 
original insured, it follows that reinsurance does not create additional values 
but rather it effects a division of those preexisting between two insurers—the 
reinsured and the reinsurer. The premium for the original insurance presents 
several aspects of potential gains— 

from a possible overstatement of the mortality risk, 

from a possible overstatement of the expense element, 

from a possible understatement of earnings on the portion of the premiums 
going into the policy reserves for investment. 

While the original insurance contract and risk is entirely separate and dis- 
tinct from the contract and risk presented under the reinsurance contract, yet 
both contracts are measured, fed, and sustained by the identical sources of in- 
come, the premium and its use. The original insurer, desiring indemnity, is 
content to share its policies’ earning potentials; the reinsured, willing to accept 
a risk under a collateral indemnity contract, can rightfully name its price in 
terms of a share in the earnings and profits of the contractual adventure. No 
other basis for such a price can be conceived. 
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(2) Forms of indemnity reinsurance 


A. Coinsurance.—The most natural, and certainly the most ancient, form of 
indemnity reinsurance is styled coinsurance, the concept being that for the pur- 
pose of the reinsurance, the original insurance is to be regarded as shareq— 
coinsured—by the reinsurer and the reinsured. Under this concept, the preminm 
on the original reinsurance is divided between the reinsurer and the reingureg 
on whatever basis the reinsurance contract calis for, after which, each company 
carries out the reinsurance procedures as in the case of direct insurance yp. 
touched by reinsurance. Naturally, in pursuing such a method, the reinsured 
has to be reimbursed for expenses it had to bear in writing the original policy 
and those which it will be subject to throughout the years in maintaining the 
policy in effect. Under this form of reinsurance, the reinsurer and reinsured 
each have values and income potentials, measured in terms of the factor of 
division employed in the reinsurance contract. 

The reinsurer usually assumes all of the obligations under its share of the 
policy including the investment risk as well as the mortality risk. If the poliey 
is participating, the reinsurer reimburses the reinsured for any dividends paid 
to the policyholder. Under this type of policy the reinsured is completely 
indemnified. The reinsurer maintains the reserve and pays all taxes under 
both phases 1 and 2. 

B. Yearly renewable term reinsurance—Of more recent origin and use js 
yearly renewable term reinsurance. This form of reinsurance focuses its atten- 
tion, not upon the form of the original policy, but rather upon the life econ- 
tingency involved. Employing such a form of reinsurance, a reinsurer can say 
to the original insurer, “You may keep all of the values of your policy in your 
own office, as I am alone interested in the life contingency risk element. Begin- 
ning with an accurate evaluation of that element, I can determine an annual 
renewable premium and, with the aid of procedures to be defined in a reinsurance 
contract, I can indemnify you against the risks of death you have assumed.” 
Involving no element of premium in excess of the charge for pure indemnity 
coverage, this plan generates no investment income in the hands of the reinsurer 
because the annual premium covers the entire risk, theoretically and con- 
tractually, at least. 

Under this plan the reinsured purchases 1-year renewable term insurance 
from the reinsurer. The amount of insurance purchased each year is usually 
the face amount of the policy less the reserve at the end of that year. The 
premium per thousand dollars increases each year as the age of the policyholder 
increases. Under this plan of reinsurance, the reinsurer assumes only the 
mortality risk under the policy. The reinsured maintains the reserve and re- 
tains its obligations with respect to all other contractual provisions. The Fed- 
eral income tax on taxable investment income would be paid by the reinsured. 
The reinsurer would pay tax primarily under phase 2 on its underwriting gain. 

C. Modified coinsurance.—Of even more recent origin is a form of indemnity 
reinsurance which in nature lies somewhere between conventional coinsurance 
and conventional yearly renewable term reinsurance. Though sometimes 
referred to as modified coinsurance, it is best considered as having a nature 
and effect peculiarly its own. 

This form of indemnity reinsurance has been widely used for many years 
and is likely to be of even greater importance in the future. It has stood 
the rigorous testings of insurance departments and has never been found want- 
ing in any of its principles or effects upon the parties, their policyholders, 
or the public generally. While involved in its assumptions and premises, it 
represents an extension of the indemnity reinsurance concept approaching the 
ultimate. 

Under the modified coinsurance plan the reinsurer accepts all of the obliga- 
tions which it would assume under a coinsurance policy except that the reinsured 
retains the reserve and administers the investment of the reserve funds. This 
plan of reinsurance was developed because certain companies such as the Lin- 
ecoln National Life Insurance Co. were not then licensed to operate in New 
York and the reinsured could not take credit in New York on business reinsured 
with unlicensed reinsurers. Since large amounts of reserves are frequently in- 
volved, it has the added advantage, which has now become more important, of 
permitting the reinsured to retain full control over the investment of its reserves 
while still receiving full indemnification under its policies. It is recognized 
that most companies are reluctant to transfer the trusteeship of large amounts 
of policyholder funds to another company. The total of the 1958 mean reserves 
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for modified coinsurance with the Lincoln National Life Insurance Co. amounted 
to more than $300 million. 

An analysis of the plan will show that the reinsurer receives the full premium 
collected from the policyholder by the reinsured less the increase in reserve dur- 
ing the calendar year with appropriate adjustment for interest at a rate ap- 
proximating the reinsured’s earned rate.’ By reimbursing the reinsured for all 
of its expenses, including premium taxes, social security taxes paid on agents’ 
eommissions and other similar items, the reinsurer has assumed at the premium 
rate charged the policyholder by the reinsured all of the obligations of that 
company with the exception of the management of the investments. It, how- 
ever, is put in the same position as the reinsured with respect to the risk on 
these investments since it receives from the reinsured interest on the reserves 
at a rate approximately equal to that earned by the reinsured. If the original 
policy is issued on the participating basis, the reinsurer agrees to reimburse 
the reinsured for the actual dividends it pays its policyholders. 

It is thus clear that the reinsurer assumes every obligation under the original 
policy except the actual custody and administration of the assets backing the 
reserves. 

Contractually, modified coinsurance has been worked out to fully protect the 
reserve funds of the reinsured in event of the insolvency of the reinsurer, and 
to eliminate any need of the reinsurer to carry duplicate reserves under the re- 
insured policies. For these reasons, the reinsurance agreement spells out that 
the insurance shall be considered yearly renewable term insurance and that the 
reinsurer shall have no claim upon the reserves. 

This plan was developed in 1936 when life insurance companies were paying 
little if any Federal income tax. Since that time, taxes have been paid only on 
investment income and treatment of modified coinsurance as yearly renewable 
term worked out satisfactorily inasmuch as the entire tax was paid by the re- 
insured and reimbursement was made, without any effect on the tax, by the rein- 
surer. 

The intention of the parties to provide for full indemnity of the reinsured in 
exactly the same manner as if the contract were coinsurance is readily ap- 
parent, however, as provision is made for the reinsured to turn over to the re- 
insurer premium and investment income and for the reinsurer to pay all obliga- 
tions under the policies either directly or indirectly. These obligations include 
claims, commissions, administrative expenses, premium taxes and even Federal 
income taxes. 


(3) Taw problems under H.R. 4245 for modified coinsurance 


Under modified coinsurance the reinsurer agrees to assume all of the obliga- 
tions of the reinsured including reimbursement for the payment of any Federal 
income taxes. This creates a problem-inasmuch as the reinsured will pay a tax 
on taxable investment income under phase 1 while the reinsurer will be required 
to pay a tax on the same income under phase 2 since the income it receives 
from the reinsured is treated as underwriting income. Consequently. this will 
result in a pyramiding of taxation. 

It is understood that a somewhat similar situation exists in connection with 
income taxes paid by lessee corporations and that appropriate relief was given 
section 110 of the 1954 code. 

Relief of this payramiding of taxation can be accomplished in several ways. 
However, the most practical method is to provide that the taxable income under 
phase 1 for the reinsured may be transferred to the reinsurer. If this is done, the 
taxable income of both companies under phase 1 and phase 2 will be handled in 
exactly the same manner as under coinsurance. This is proper inasmuch as this 
form of reinsurance is intended to place the reinsured and the reinsurer in 
exactly the same position as under coinsurance with the exception that the 
reserves remain in the hands and under the control of the reinsured. 


(4) Proposal to amend H.R. 4245 by addition of section 820 


An amendment is attached providing for the addition of section 820 which is 
designed to eliminate the pyramiding of taxes under H.R. 4245 as it relates to 
modified coinsurance. 





*The formula for computing the interest rate is not identical in all contracts but in 
each case it produces a rate close to the earned rate of the reinsured. 
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If accepted, this new section would permit the reinsurer and the reinsured to 
make a transfer between the taxable investment incomes of the two companies 
in lieu of reimbursement by the reinsurer to the reinsured. . 

Justification for this result is found in these facts: 

1. The reinsurers many years ago, when only investment income was subject 
to the income tax, developed the so-called modified coinsurance contract. 

2. The tax at that time came about as the result of earnings on premiums set 
aside in a reserve fund which the reinsured retained and invested but which 
nevertheless worked hand in hand with the reinsurer’s contract of indemnity. 

3. House bill 4245 in its present form has the effect of taxing the investment 
earnings on the reserve funds in the tax return of both the reinsured and the 
reinsurer. 

4. Viewed generally, reinsurance has the effect of dividing a single source of 
income into segments; the total of the tax applied to the segments in the hands 
of the separate taxpayers should not be greater than would be presented had all 
the income remained in the hands of the reinsured. 

5. When two parties have a relation to a single source of income, it is withip 
their right to stipulate how the tax burden should be borne between them. 

6. The Government loses nothing inasmuch as it is only entitled to one tax in 
relation to all income tax incidents of the total insurance situation. 





MortTGAGE BANKERS ASSOCIATION OF AMERICA, 
OFFICE OF THE GENERAL COUNSET, 
Washington, D.C., March 19, 1959. 
Hon. Harry Froop Byrp, 
Chairman, Committee on Finance, 
U.S. Senate, Washington, D.C. 


Deak SENATOR Byrp: On behalf of this association I addressed a letter to you 
on March 5, 1959, with reference to the provisions of H.R. 4245. 

There has been an expression that the text of that letter might be interpreted 
to indicate that this association, although opposed to the general effect of the bill, 
was endorsing those provisions of the bill which change the method of taxing 
tax exempt securities held by life insurance companies. 

I case there should be any such misinterpretation I would appreciate your 
having this letter filed among the records of the committee in considering FLR. 
4245, since this association, of course, did not intend in its letter of March § 
to endorse the novel and discriminatory treatment in H.R. 4245 which would 
deprive life insurance companies of their full tax exemption privileges hereto- 
fore extended to all holders of State and municipal bonds. 

Sincerely yours, 


SAMUEL E. NEE. 


STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION 


We support, in general, the principles of H.R. 4245 provided that certain 
revisions are made in the bill. 

We recommend that the definition of the “deduction rate” in phase I of the bill 
be changed to a 5-year average reserve adjustment method. Under our proposal 
the deduction rate would be determined on the basis of the individual company’s 
average earned rate of interest for the tax year and the four immediately 
preceding years. This would establish the tax of each company on a base 
completely independent of the operations of other companies. We believe that 
the deduction rate in the present bill may encourage management of insurance 
companies to make unsound decisions affecting the security of their policvholder 
funds in the hope of reducing tax liabilities. 

The proponents of this bill have stated that “there will be no tax imposed at 
any stage on the tax-free interest that a life insurance company may earn, just 
as no tax is imposed on any other corporation or individual on that tax-free 
interest.” Our interpretation of the bill does not support this conclusion. We 
therefore recommend that the provisions of the bill be clarified so that full 
credit will be given for tax-exempt interest. 

The report of the House Ways and Means Committee on H.R, 4245 includes 
the following statement relative to pension-plan reserves: “The special deduction 
for investment income attributable to pension-plan reserves is designed to re 
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move discrimination against pension plans of small employers, which are likely 
to be insured through insurance companies. At the present time where an 
employer is large enough to establish a trusteed pension plan entirely separate 
from an insurance company, investment income received by such a trust (in 
the case of a qualified pension plan) is free of income tax.”” We recommend that 
the full deduction on qualified pension reserves be made effective immediately 
instead of delaying its full availability until the calendar year 1961. 


STATEMENT ON BEHALF OF THE MEMBER COMPANIES OF THE KANSAS LIFE 

INSURANCE EXECUTIVES’ ASSOCIATION WitH Respect To H.R. 4245, Lire 
INSURANCE COMPANY INCOME Tax Act oF 1959, BEFORE THE SENATE 
COMMITTEE ON FINANCE 


The member companies of the Kansas Life Insurance Executives’ Association 
respectfully submit the following statement with respect to H.R. 4245, the Life 
Insurance Company Income Tax Act of 1959. 


GENERAL STATEMENT 


Kansas has 13 domestic life insurance companies of which 10 are stock and 
8 are mutual companies. Attached hereto, marked “Exhibit No. 1” is a list 
of these companies, plus an additional company, National Reserve Life In- 
surance Co., which, although a South Dakota corporation, has its principal 
office in Topeka, Kans. This company along with 9 of the Kansas domestic 
life insurance companies, making 10 in all, are the member companies of the 
Kansas Life Insurance Executives’ Association on whose behalf this state- 
ment is filed. 

In view of the fact that the life insurance industry, because of its large 
aggregate dollar volumes, is commonly thought of and referred to in terms of a 
great aggregation of dollar wealth, it appears to us that it is advisable to place 
the industry before the committee in its proper perspective. For that purpose 
we have analyzed the statement of all of the companies as to which pertinent 
figures are contained in the 53d annual edition, 1958, of Bests’ Life Insurance 
Reports and classified them by States, categories of asset size, and stock versus 
mutual, and have set forth the study thus made in exhibit No. 2, attached 
herewith. Attention is invited to these facts shown thereon; that of the 952 
companies, 830 are stock and 122 are mutual; and that 254 companies have assets 
under $500,000; 144 more companies have assets between $500,000 and $1 mil- 
lion ; 248 more companies have assets between $1 million and $5 million ; 69 more 
companies have assets between $5 million and $10 million; 89 more companies’ 
have assets between $10 million and $25 million; 39 more companies have assets 
between $25 million and $50 million. 

From these figures, it will be observed that of the 952 companies, 641 have 
assets under $5 million; 710 have assets under $10 million; 799 have assets 
under $25 million; and 838 have assets under $50 million. These figures show 
beyond any doubt that the life insurance industry is predominately one of 
small companies, as a $25 million or even a $50 million company is a small one 
in this business. Although it is reported that, as of December 31, 1958, there 
were 1,371 life insurance companies in the United States, since about 144 new 
ones were organized during the year 1958, the 952 companies tabulated on ex- 
hibit No. 2 represent a sizable percentage of the 1,227 companies as of Decem- 
ber 31, 1958. Due to the fact that the companies for which no figures are 
shown in Bests, in all probability are small ones, the inclusion of figures as to 
them would further emphasize the great preponderance of small life insurance 
companies. 

The purpose of this analysis is to show and emphasize the fact that the im- 
pact of H.R. 4245 on the life insurance business should be gaged by its effect 
upon a lot of small companies, rather than a few large ones. With respect 
to Kansas, all of its life insurance companies are small ones. 

We would neither be true to ourselves nor fair to the committee did we not 
state that, in our opinion, the “tax take” of H.R. 4245, is an unconscionable levy 
against the thrift institution of life insurance and its millions of savers. -ar- 
ticularly is this the case in the light of the heavy State premium taxes paid 
by the life insurance companies, and the fact that savings and loan associations, 
savings banks and other saving media with whom the life insurance companies 
compete for a share of the “saving dollar,” are tax exempt. The daily mail 
is flooded with evidences from such institutions offering gifts of silverware, 
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linens, cutlery and other premium merchandise for the opening of a savings 
account in a specified amount. Sound and fair tax policy would appear to com- 
pel that these other tax-free, competing sources of revenue should be brought 
into the income tax structure before the income tax on the life insurance jp- 
dustry be increased by some 85 percent, all in one fell swoop. 

We are in accord with the program of bringing into the income tax base struc. 
ture the earnings which do not fall in the category of “investment income” 
However, considering that “investment income” has so long been the basis 
for income taxation of life insurance companies, it is difficult to understang 
why a few small holes in the dike could not have been plugged without resorting 
to the long, complex H.R. 4245, which hardly anyone appears to be able to 
interpret, or understand, and the application of which has given rise to so many 
variations in the computation of life insurance company income taxes, . 

Certainly not one Kansas company, as of today, knows with any degree of 
satisfaction or certainty, the impact of this bill on its operations, other than 
to know that its Federal income taxes will be greatly increased whereas the 
savings institutions with which it competes for a share of the saving dollar, 
continues to operate “tax free.” 

The Kansas life insurance companies, both individually and collectively, have 
given careful consideration to H.R. 4245, and respectfully invite the committee’s 
attention to their desires and positions with respect to the several items in H.R. 
4245, as follows: 

A. ITEMS NOW IN H.R. 4245 


1. Deduction equal to 10 percent of increase in nonpar reserves (sec. 809(d)(6)) 


Retain in the bill. 

Reason: A mutual company sells an insurance policy at a high premium 
rate with the expectation of returning part of that price to its policyholder 
as a dividend. This gives it a built-in cushion for emergencies due to the 
fact that, when necessary, it can reduce future dividends. Stock companies 
selling nonparticipating business, and a fixed rate, do not have this leeway. In 
order to have a fund equivalent to the mutual company’s redundant premiums, 
a stock company must maintain a relatively larger surplus. This must be pro- 
vided out of taxable income. The purpose of the 10 percent deduction of nonpar 
reserves is to compensate for this by permitting it also to have a contingency 
fund for the same purpose. 


2. Deduction—equal to 2 percent of net premiums attributable to group life in 
surance contracts and group accident and health insurance contracts (sec. 
809(d)(7)) 

Retain in the bill. 

Reason: This special deduction is patterned after the reserve requirements 
of the States of New York and Missouri, and its purpose is to compensate for 
the fact that in group insurance there is less than the usual diversification of 
risk. 

8. Deduction for the investment yield on pension plan reserves (sec. 805(e)) 


Retain in the bill. 

Reason: The Kansas companies are not in the pension plan business. How- 
ever, they look forward to the time when they will be. In the meantime, real- 
izing that they must learn to crawl before they can walk and to walk before 
they can run, they are neither critical nor envious of the large life insurance 
companies who, in the underwriting of pension business, are meeting the demand 
for this pension service with a competence and fidelity which reflects credit 
on the institution of life insurance. The problem presented is a competitive 
one. It arises from the fact that a life insurance company must pay a tax on 
the income derived from funds which it holds under a qualified pension plan, 
whereas trustees, banks, and trust companies do not pay such tax on such 
funds. On the contrary, such income in their hands is tax exempt. The effect 
of the Federal income tax, compared with the tax-exempt trust enjoying the 
same rate of earnings before tax, is to increase the cost of insured plans by 
7.2 to 7.7 percent over the trustee plans (hearings, House Ways and Means 
Committee, Nov. 17-20, 1958, p. 280). Consequently, at present, with respect 
to qualified pension plans, the life insurance company not only is being dis- 
criminated against, but also is at a very serious competitive disadvantage. 

The handicap thus placed upon the life insurance company operated pension 
plan is particularly detrimental to the small employer and the small insurance 
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company which may aspire to enter the pension plan business. (See above 
hearings, pp. 279-282.) Therefore, since this special deduction is designed to 
remove the competitive disadvantage now faced by life insurance companies, 
and to remove the discrimination presently existing against pension plans of 
small employers, that are more likely to be insured by life insurance com- 
panies, the Kansas companies support this special deduction as a matter of 
principle, rather than to snipe at and use it as a whipping post for the purpose 
of making a whipping boy of the big companies through the use of the unfounded 
charge of unfair competition. 


j. Deferment of tax on one-half of operating gains for the protection of policy- 
holders (sec. 802(b)(2)) 


Retain in the bill. 

Reason: In phase II, one-half of the net gain from operations is added to 
the tax base and taxed at 52 percent. The other one-half is added to the poliey- 
holders’ surplus account. This is done for the reason that, due to the long- 
term nature of insurance contracts, amounts which may appear as income in 
the current year and as proper additions to surplus, may, as a result of sub- 
sequent events, be needed to fulfill life insurance contracts. That is to say, 
there is an uncertainty as to whether or not what appears to be income, is in 
fact income, until the long-term contingencies have been eliminated. Conse- 
quently due to the difficulty in arriving at true underwriting gains on an annual 
basis, the tax on the 50 percent is deferred. Should the company later indicate 
that any of it is not needed in the business by distributing it to the stockholders, 
then such amount carries back into the tax base and is subject to tax. 


B. SUGGESTED AMENDMENTS TO H.R. 4245 


5. Small-business deduction —inercase from 5 percent to 25 percent of net invest- 
ment income (sec. 804(c)(9)) 

There appears to be a unanimity of opinion that, in recognition of the prob- 
lems present both in developing a small company and in meeting the competition 
of the large companies, special relief should be accorded them. The 5 percent 
of net investment income dves not appear to be adequate for a small company. 
From exhibit No. 1, it will be observed that 10 of the 13 Kansas companies will 
not reach the maximum of $25,000 fixed in the above section, and that, as to 
7 of them, that 5 percent will provide a deduction under $10,000, and that only 
3 reach the $25,000 maximum. It will be most helpful to the Kansas companies, 
and they need a deduction rate of 25 percent. 


6. Five-year average of earned interest rate in calculating reserves (sec. 805(b) 
(4)) 

This proposes that, instead of using the mean of the company’s earned rate 
and assumed rate for the taxable year, each company will adjust its reserves 
and compute its deduction on the basis of its average earned interest rate for 
the taxable year and the preceding 4 years. Its adoption would level off the 
impact of the heavy increase in the tax; avoid variations that might occur from 
the use of a single year’s earned rate; determine the tax according to the 
investment earnings of the company uninfluenced by assumptions made by 
management, and without the artificial application of the experience of other 
companies, through the use of the industry average. 


7. Taz-free interest—Full credit for, or exclusion of, tax-free interest on State 
and municipal bonds 


Despite the statement to the contrary made by Chairman Mills of the House 
Ways and Meuns Committee (Congressional Record, Feb, 18, 1959, p. 2338), 
the universal opinion of actuaries and tax counsel who have made computations 
under H.R. 4245, is that about 70 percent of the tax-free interest of a life in- 
surance company is subjected to income tax under the bill. In fact, one small 
Kansas company, whose 1958 operations have been computed by a recognizedly, 
outstanding firm of consulting life insurance actuaries, has been advised that 
82.9 percent of its tax-free interest is not exempt, but is taxed, under phase I, 
and that 77.1 percent is not exempt, but is taxed under phase II. 

The Federal Government has no power to tax income derived from State 
or municipal bonds (27 Am. Jur. 346). In Pollock v. Farmers’ Loan and Trust 
Vo. (157 U.S. 429, 39 L. Ed. 759, 15 8. Ct. 673), the U.S. Supreme Court said: 

“The Constitution contemplates the independent exercise by the Nation, and 
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the States, severally, of their constitutional powers. As the States can 
tax the powers, the operations, or the property, of the United States, nor the 
means which they employ to carry their powers into execution, so it has | : 
held that the United States has no power under the Constitution to tax either 
9 ree ee pea or the property of a State. = 
Rabe municipal corporation is the representative of the St: é 
instrumentalities of the State ceded It was long coe dstesnin 
the property and revenue of municipal corporations are not subject to Fed : 
taxation * * * the same want of power to tax the property or revenue rete 
the States or their instrumentalities exists in relation to a ‘tax on the i a 
from their securities, and for the same reason * * *, ae 
“Syllabus 4. A tax upon the income derived from municipal bonds is a ta 
on the power of the States and their instrumentalities to borrow mone . 
is consequently repugnant to the U.S. Constitution.” 7 
The principle is recognized in section 103 of the Internal Revenue Code of 
1954, which provides specifically that “gross income does not include interest 
on the obligations of a State, a Territory, or a possession of the United Stat 
or any political subdivision of any of the foregoing, or of the Distric ‘e 
Columbia.” ia 
The constitutional inhibition against taxing the interest on State and muni 
ipal bonds is applicable although the tax is imposed indirectly, as by limiting 
the amount of a deduction (National Life Ins. Co. v. U.N., 277 N.S. 508. 27 = 
968, 48 S. Ct. 591). This rule is basic and fundamental in our system of dual 
sovereignty of the Nation and the States. It has its root in the principle that 
one sovereign does not posses the power to impose its will on another soverei 
What we do not understand is, since the tax-free character of the inteoent 
on State and municipal bonds is specifically recognized by excluding such from 
“gross income” (I.R.C., sec. 103), what is the purpose or motive of the Treasur 
Department in including such in “gross income” with respect to the income saan 
tion of life insurance companies? : 
We challenge the committee’s attention to the situation presented—interest 
on State and municipal bonds is tax-free interest; a Federal income tax cannot 
be imposed thereon for the reason that such exercise of the Federal will impairs 
the borrowing power of the State and their subdivisions; neither all nor a small 
amount of it can be taxed; and, if, in the application of the adjustment sections 
of H.R. 4245 (sec. 805(e) and sec. 809(f)), any of such interest is subjected 
to the income tax, H.R. 4245, in that respect, is unconstitutional and void, both 
with respect (1) to such bonds heretofore purchased on the faith that the 
interest therefrom was tax free, and (2) to such bonds as may be purchased 
in the future. 2 
The Kansas companies see neither sense nor logic in attempting to correct 
this situation by involved credits and/or deductions. The interest 


is tax free 
and should not be taken into the tax base at any stage. 


8. Extend operations loss carryover from 5 to 15 years (sec. 812(b) (1) (B)) 


The record before the committee is clear and undisputed that a life insurance 
company operates at a loss for quite a number of years after it begins business 
and that its operations carry on for about 10 years before it begins to operate 
in the black. Because of this fact, the period during which it may carry forward 
aes should be increased to 15 years, rather than the 5 years stated in 

IR. 4245. 


9. Five-year transition period 


Due to the fact that H.R. 4245 substantially increases the amount of income 
tax to be paid, and changes the incidence of the tax greatly by company, the 
5-year transition period, as was suggested in the letter of the Secretary of the 
Treasury of April 10, 1958, should be provided to lessen the impact of the 
heavy tax increase. 


10. Deduction—of an amount equal to 5 percent of nonpar premiums as an 
alternate to the 10 percent of nopar reserves deduction (sec. 809(d)(6)) 
Many small companies have contracts of a hazardous and long-term char- 
acter in which the reserves carried are small in comparison to the risk in- 
volved. Such contracts which run for 5 years or more and as to which company 
cannot elect to get off the risk. In these instances the 10 percent deduction of 
the annual increase in nonpar reserves does not provide adequate security for 
the company. To meet such situations, a deduction of 5 percent of the premiums 
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in nonparticipating contracts whose duration is 5 years or more, as an alter- 
nate, would better enable small companies to meet the competitive situation 
which they face with mutual companies and provide a fund to be used to absorb 
bad losses which they are bound to suffer. 


11. Deduction for security valuation reserves 


H.R. 4245 allows a deduction for life insurance reserves required by law 
(sec. 801(b)(2)), but reserves required by a State insurance department may 
not be deducted. In order that policyholders may be fully protected, State in- 
surance departments often require a life insurance company to maintain re- 
serves which are adequate to protect policyholders. Such requirements generally 
pave their Origin in rules prescribed by the National Association of Insurance 
Commissioners. Such a reserve commonly required is the “security valuation 
reserve,’ to protect against losses occasioned with respect to bonds and stocks 
held by the company. Not being required by law, a company would have to 
throw out such reserve in computing its gains from operation for the purpose 
of arriving at its tax base under H.R. 4245. In this instance, a company would 
be penalized for complying with an order of the insurance commissioner in main- 
taining a reserve necessary for a sound company operation. Unless a deduction 
for such a reserve is allowed in H.R. 4245, the Federal tax authorities will 
ignore such reserve, the integrity of the State regulatory authority will be im- 
paired, and the company which complies with the Commissioner’s order in that 
respect will incure the penalty of the disallowance of a merited tax deduction. 


12. Transfer tax free to shareholders surplus account of 5 percent or 10 percent 
annually of the company surplus accumulated price to January 1, 1958 
(sec. 815(b)(2)) 

The amount of both the “shareholders surplus account” and the “policyholders 
surplus account,” on January 1, 1959, is zero (sec. 815 (b) (1) and (ec) (1)). Con- 
sequently, all additions to such accounts will be derived from current operations. 
Under section 815(a), distributions to shareholders shall be made (1) first out 
of the shareholders surplus account to the extent thereof, (2) then out of the 
policyholders account, to the extent thereof, and (3) finally, out of other 
accounts. 

Since the shareholders and policyholders accounts start with zero, the capital 
and surplus had by a company on the effective date of the act will go into “other 
accounts.” Since distributions to shareholders must be paid out of the share- 
holders account until it is exhausted, and then out of the policyholders account 
until it is exhausted, the result is that present capital and surplus will be 
“locked in” other accounts from which no distribution can be made to share- 
holders as long as there are any funds in the shareholders and policyholders 
accounts. 

Capital and surplus of the company on the effective date of the act belongs to 
the shareholders. The capital was contributed by the shareholders, and the 
surplus has been set aside from earnings on which income tax has been paid. 
To “lock it up,” as provided in H.R. 4254, in such manner that there is no cer- 
tainty if, or when, its owners, the shareholders, will ever be able to get it out, 
isa confiscation of their property. 

To obviate this, it is recommended that provision be made in the bill that 
present or “old surplus’”’ may be transferred to the shareholders account at 
some specified rate each year, such as 5 percent each year for a period of 20 
years or 10 percent each year for a period of 10 years, without payment of tax. 


13. Tar credit—against the tax attributable to phase II for some part of State 
premium tazres paid (sec, 802) 


Premium taxes paid to the State by life insurance companies, to the extent 
of $300 million annually—a “gross tax”—are an unusually heavy burden upon 
life insurance companies and should be recognized in the calculation of Federal 
income taxes. Added to the $558 million estimated revenue under H.R. 4245, the 
result is an $858 million “take” from the life insurance industry. No fair con- 
sideration can be had with respect to the Federal income taxation of life insur- 
ance companies, unless the amount and the impact of the State premium taxes 
paid by the life insurance companies is taken into consideration. 

The analogy of the credit for State inheritance taxes against Federal estate 
taxes appears to be particularly appropriate. Both the State premium tax and 
the Federal income tax, eventually must be paid by the policyholders. These 


premiums go into the tax base structure under phase II. Consequently, it is 
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only fair and just that, as in inheritance taxes, some credit for premium taxes 
paid be allowed against the income tax paid under phase II. We recommend 
that 25 percent of all State premium taxes paid be credited against Federal] 
income taxes payable under phase IT. 


14. Recoupment of early losses without payment of tar 


This has reference to an amendment recommended by the witness, Reitz, 
executive vice president of the Great Southern Life Insurance Co., to be inserted 
following line 7 on page 42 of H.R. 4245. The subject matter may be embraced 
in paragraph 8 above, with respect to less carryover. We regret that neither 
the text of Mr. Reitz’ testimony nor the amendment suggested by him, are ayail- 
able to us. However, since at the time, it appeared to us to have merit, we make 
mention of it with the hope that it will be given consideration. 

Anxious to continue to encourage thrift on a voluntary basis, and to thus 
contribute to the economic well being of our people, we urge that you give fayor. 
able consideration to the foregoing suggestions and recommendations. 

Respectfully submitted. 

American Home Life Insurance Co., Central Plains Life Insurance Co,, 
Farmers & Bankers Life Insurance Co., Kansas Farm Life Insur- 
ance Co., Great American Life Insurance Co., Manhattan Mutual 
Life Insurance Co., National Reserve Life Insurance Co., Pioneer 
National Life Insurance Co., Security Benefit Life Insurance Co,, 
Victory Life Insurance Co.; Harry W. Colmery, Counsel 


ExnHrsit No. 1 


Kansas life insurance companies 


[Figures as of Dec. 31, 1957] 





Principal Adminis- Capital | Insurance Invest- Net 
Name office trative surplus in force ment | operating 
} |} assets | | income | gain 
| | | 

1. Midland Empire Life In- | Atchison $541,619, $458,167! $6, 692, 857 $9,170) $104,076 
surance Co. | i 

2. Liberty Life and Casualty | Denver, Colo_} $11,067; 226, 271) 950, 413 7,398, —57,20 

0, 

3. *Central Plains Life Insur- | Hutchinson. 870,510! 559,450) 35, 838, 530 24,170) 202,130 
ance Co. 

4. *Great American Life In- |.....do__.. | 6,587,462) 717,450; 22,309,734, 236,376 71, 941 
surance Co. 

5. Crusader Life Insurance Co.| Kansas City_.| 169,152) 167,091). 2,719| —28, 458 

6. Pyramid Life Insurance Co_.|.....do-.-. 7, 657, 927 721,129; 53, 789, 525 272, 745 182, 881 

7. *Kansas Farm Life Insur- | Manhattan 6, 040, 915 506, 599) 68, 367, 965 184,915, 287,793 
ance Co. | 

8. *Manhattan Mutual Life |._....do.........| 4,700,862) 400,119) 20,831, 40 159, 906) 87, 035 
Insurance Co. 

9. *American Home Life In- | Topeka._. | §, 548,697) 339,480) 40,174,925) 280,798 22, 682 
surance Co. 

10. *Pioneer National Life In- |.....do__.. 3, 810, 981 408,702, 13, 421,900 118,867) 127,665 
surance Co. 

11. *Security Benefit Life In- '_....do_--. 49, 516,972) 6,334,977 322, 135,966 1, 684, 305) 1, 384,366 
surance Co 

12. *Victory Life Insurance Co |.....do_...._. 38, 780, 153) 1,638,082) 150, 404,336) 1,145,624) 248,830 

13. *National Reserve Life In- |_...-. do....- 57, 321, 805) 4,720,416) 222, 184,082) 1, 867, 611 949, 656 
surance Co. 

14. *Farmers and Bankers Life | Wichita. 40, 306, 384) 4,421,473 141, 014, 663) 1, 821, 874) 593, 530 


Insurance Co. 


Note.—Company No. 13is a South Dakota company, but which has its principal office in Topeka, Kans., 
and is a member of the Kansas Life Insurance Executives Association. 

Com y No. 2, although a Kansas company, has its principal office in Denver, Colo. 

*Indicates the 10 member companies of the Kansas Life Insurance Executives Association, 

Companies 8, 9 and 11 are mutual companies. 

Companies 1, 2, 3, 4, 5, 6, 7, 10, 12, 13 and 14 are stock companies. 


Alabama 
Arizona 
Arkansas 
California 
Colorado 
Connecticu 
Delaware 
District of 
Florida 
Georgia 
Idaho 
Illinois 
Indiapa 
lowa 
Kansas. - 
Kentucky 
Louisiana 
Maine 
Maryland 
Massachus 
Michigan 
Minnesota 
Mississipp 
Missouri 
Montana 
Nebraska 
Nevada 
New Ham 
New Jerse 
New Mex 
New York 
North Cai 
North Da 
Ohio 
Oklahom: 
Oregon 
Pennsylv: 
Rhode Is! 
South Cai 
South Da 
Tennessee 
Texas 
Utah. 
Vermont 
Virginia 
Washingt 
West Vir 
Wisconsi 
Wyomins 
Puerto R 
Guam 
Hawaii 


Source 
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EXHIBIT No. 2 


Life insurance companies (U.S. domestic) classified re assets 





= | 
| 1) | @ (3) | (4) (5) | () | (7) | @&) 9) | (10 11) | (12) | (13) 
ai8al ee 2 
a Cs Cx ies i ne Se @ 
5 _| o8| #8/ 228/58 \/S8\seiseisz| S g 
State 2/$3/08|/s2|8S/82/Ss\Sse/\s5)| & g 
S =\|32/5S\=8/\53|\SS!lesies = a5 
les | S8/S8/28/s8\s8\ssi8s/88! & 2 
SS'SS/SS/1Ss\85 S= Ss 23/26/26 Se 
SS ioe | S59) Sao SA Sse Sa | SeS ist c= Sse 
| ae ae —% | | SH OM) OH | SH) SH OR Es 
;j~ ow ” & |" ” * ” oe © e 
Alsbama 5 y 9 1 $ l 1 9 »9 0 
Arizona | 1s 3 6 22 | 22 0 
Arkansas } 12 4 7 | l 25 | 25 0 
California } | ) 7 2 2 1 1 I 2 19 17 9 
Colorado 5 2 4 2 2 2 | 17 , 
Connecticut l 1 1 l { @ 6 9 
Delaware 5 1 2 3 l 12 11 1 
District of Columbia 2 3 l ] l 3 1} 9 2 
Florida... 7 7 7 1 I 1 ! 2 25 0 
Georgia 1] ‘ 6 4 4 ] l 2 32 0 
Idaho l l 9 | 1 
Illinois 3 3 4 7 3 2 f J i 29 11 
Indiana , 12 6 3 6 4 1 2 4 4) 6 
lowa l 2 2 2 2 ] l 2 3 4 9 
Kansas... ... : 2 2 2 4 $ 13 10 3 
Kentuck is ] 1 1 2 4 l ] 1] 10 l 
Louisiana le 4 15 1 l ] 43 41 2 
Maine l l 2 ] 1 
Maryland 2 2 2 2 2 2 l 13 10 3 
Massachusetts 2 2 4 ] 3 12 5 7 
Michigan 2 5 2 2 11 5 6 
Minnesota ] l 4 l 2 l 2 2 7 5 
Mississippi 8 3 2 1 1 1 16 l 1 
Missouri ll 4 7 ] } l 3 31 29 2 
Montana _.... 2 l 3 3 0 
Nebraska ] 2 4 2 5 3 3 18 11 7 
Nevada l ] 1 0 
New Hampshire 1 l 2 1 1 
New Jersey 2 1 1 2 2 s 4 1 
New Mexico ; l 1 2 2 0 
New York 5 4 6 2 3 4 l 4 24 18 11 
North Carolina . 7 4 3 l 3 2 3 2 25 23 2 
North Dakota. . l 1 2 2 l 7 4 3 
Ohio... 2 3 1 2 $ 2 13 9 4 
Oklahoma od 6 6 7 l 3 23 23 0 
Oregon l 2 l 4 1 
Pennsylvania 12 3 9 3 2 2 1 1 ] 34 2¢ 8 
Rhode Island 2 2 2 0 
South Carolina 18 10 2 1 l 32 32 0 
South Dakota l l l l l § 3 2 
Tennessee... 2 l 6 l 2 1 l 2 l 17 17 0 
Texas 75 30 58 7 18 2 4 3 197 | 193 4 
Utah. 3 3 4 l ] 12 2 0 
Vermont 1 1 0 l 
Virginia l 11 2 1 l 1 2 19 16 3 
Washington : 2 2 3 3 2 1 1 |. 14 13 1 
West Virginia 1 l 2 2 0 
Wisconsin . 5 2 ; 2 | i 5 5 
Wyoming l 1 : 2 2 0 
Puerto Rico... l 1 1 0 
Guam... 1 I l 0 
Hawaii l 2 3 3 0 
| 254 | 144 | 243 69 89 39 38 47 13 16 | 952 | 830 122 


Source: Bests Life Insurance Reports, 53d annual ed., 1958 


(Whereupon, at 3:55 p.m., the committee recessed, to reconvene at 
10:15 a.m., Thursday, March 19, 1959.) 
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THURSDAY, MARCH 19, 1959 


U.S. SENATE, 
. CoMMITTEE ON FINANCE, 
Washington, D.C. 

The committee met, pursuant to recess, at 10:15 a.m., in room 2221, 
New Senate Office Building, Senator Harry Flood Byrd (chairman) 
presiding. cy 

Present : Senators Byrd, Kerr, Frear, Talmadge, Williams, Carlson, 
Butler, Cotton, and Curtis. 

Also present : Elizabeth B. Springer, chief clerk. 

Richard E. Slitor, economist, tax analysis staff, Treasury Depart- 
ment. 

The CuarrmMan. The committee will come to order. 

The first witness is R. T. Stuart, Jr., of the Mid-Continent Life 
Insurance Co. 


STATEMENT OF R. T. STUART, JR., PRESIDENT, MID-CONTINENT 
LIFE INSURANCE CO., OKLAHOMA CITY, OKLA. 


Mr. Sruartr. Mr. Chairman, my name is R. T. Stuart, Jr. I am 
president of the Mid-Continent Life Insurance Co. of Oklahoma City. 
This is a small stock company now in its 50th year of operation 

The CuarrmMan. Will you suspend for a moment ¢ 

Senator Kerr is recognized to present the witness. 

Senator Kerr. Mr. Chairman, this is R. T. Stuart, Jr., a man whose 
father, I guess 50 years ago, started the Mid-Continent Life Insurance 
Co. and built it into a very substantial part of Oklahoma’s industrial 
and economic life, and R. T. Stuart, Jr., now is carrying on in the 
operation of it in a very fine way, and I am proud to present him to 
this committee. 

The Cuarrman. Thank you, Senator. 

You may proceed, Mr. Stuart. 

Mr. Sruarr. Thank you, Senator. 

Although I am here primarily to testify in behalf of my company, 
I am also president of the Oklahoma Association of Life Insurance 
Companies composing 23 of the 27 companies domestic to Oklahoma. 
This poy is in general agreement that the following matters deserve 
your careful consideration. These are matters upon which we agree 
and feel are of vital importance not only to Oklahoma companies, but 
to all small companies in general. 

1. The small business deduction for young and growing companies 
to be effective should be based at least on 25 percent of the first $100,000 
investment income rather than 5 percent of the first $500,000 as is now 
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provided in the bill. Further liberalization may be in order; how- 
ev er, this should be the minimum basis for consideration. 

. We concur with the statement presented to this committee by 
Mr. Leonard H. Savage of the Standard Life & Accident Insurance (Co, 
of Oklahoma and most particularly as to the removal of the pension 
exemption in this bill. We feel that the allowance of this pension 
exemption in this bill must, of necessity, operate as a penalty on 
small companies. More simply stated, either pension business is profit- 
able and entered into for profit, and the profits therefrom should be 
taxed, or if not profitable it should be abandoned by the life insurance 
industry. 

3. The impact of sudden tax increase is always greater on small 
business in any field than it is on large business. The 70- percent 
industry increase that is estimated would in most cases apply in a 
much higher percentage on the smaller companies and, therefore, we 
respectfully request a transition period of 5 years for phase 2 of 
H.R. 4245. 

4. Due to the nature of the life insurance business and the inevitable 
losses during the first year of operation the full benefit of a loss carry- 
forward will not be gained by the small stock companies, who need it 
most, unless the period for the carryforward is extended to at least 
10, possibly 15, years. 

5. The competitive relationship within the industry as a whole 
must be preserved, and in our opinion the 10 percent deduction in 
increase in reserves should be increased to a minimum of 12 percent. 
ie point I will later emphasize. 

Phe method of taxing surplus in phase 3 should be amended to 
prov ide that prior accumulated surplus upon which taxes have already 
een paid could be distributed to sh ireholders when the surplus i is no 
longer needed for the protection of the policyholders er being 
subjected to additional corporate tax thereon. This, too, I will discuss 
later. 

The above points reflect the general feeling of the Oklahoma com- 
panies as being necessary to place small stock companies and mutual 
companies on a fair and equitable tax basis. 

In behalf of my own company I would like to now make certain 
statements and observations for your consideration. It has been 
readily admitted by many that H.R. 4245 is a met See bill. 
Certs uinly to me and my associates this is true. The reason for this 
complexity seems to stem from the fact there is an effort being made 
to place the insurance industry on an identical tax basis with any 
other type of corporation while at the same time admitting, at least 
to some extent, that the insurance industry is not like any other 
corporation because of the long-term nature of its obligations ‘and the 
contingency of its liabilities. 

I realize there have been many recommendations made before this 
committee and supporting statements presented. The principles and 
ideas I represent have for the most part already been presented to you 
for your consideration. However, I feel I have an obligation to my 
company and most certaintly to my policyholders to maintain the 
position which will allow the Mid-Continent Life to compete on an 
equal and equitable tax basis and at the same time be in a position to 
provide financial strength and security for its policyholders. 
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Having been literally reared in the life insurance business, with the 
long-recognized fundamental principle that the only true income of 
life insurance companies is its investment income, I have found it 
most difficult to adjust my thinking to any so-called total income 
approach. : 

[ still firmly believe in this approach and that there ean be no 
method devised other than investment income basis of taxation which 
would eliminate all discrimination as between companies. 

I would most sincerely recommend that the committee consider 
TLR. 4245 in the light that mutual companies will pay little, if any, 
tax under phase 2 of this bill and that stock companies will be paying 
a tax on income under phase 2 which cannot be definitely determined 
to be profits. If there is justification for taxing so-called under- 
writing gains of a stock company, such tax should be levied at the 
point where it can be said with certainty that the management of the 
company itself has determined such gains have been made. 

The long-term obligations and commitments of a life insurance com- 
pany have been presented adequately to this committee and I will not 
reiterate what has been said. I do wish to emphasize, however, that 
the one single point. where a stock company has irrevocably committed 
itself to the proposition that a profit has been made is when it declares 
a dividend to shareholders. At that point any tax on the underwrit- 
ing profit should apply. The elimination of phase 2 would accom- 
plish this and I urge its elimination. 

Being a realist, however, I am convinced the new approach is here 
and my purpose in this testimony is to urge that the fundamental 
principles of the life insurance business be kept in mind while con- 
sidering H.R. 4245 and the numerous amendments which are being 
offered in connection with it. 

If this committee disagrees with the philosophy of the investment 
income approach, then I urge certain amendments which IT feel are 
necessary to place stock companies and particularly small ones on a 
parity taxwise with the mutuals and to free prior accumulated sur- 
plus when it is no longer necessary for the protection of policyholders 
without subjecting it to additional corporate taxation. 

First. I feel it is absolutely necessary for the strength and security 
of small stock companies that the 10 percent. reserve deduction be in- 
creased toa minimum of 12 percent 

In the interest of conservation of time T will not reiterate the basis 
for the 12 percent deduction offered in the statement of Mr. Henry F. 
Rood, vice president and actuary of the Lincoln National Life Insur- 
ance Co., but will adopt the same by reference. 

In planning for the soundness of a life insurance company it is diffi- 
cult to say or determine how safe is safe. Therefore, possibly this 
deduction in the case of smaller companies should be even higher, for 
even as the life insurance business itself is founded on actuarial aver- 
ages, these same averages tend to work against the smaller company 
because of their inability to spread their risk on as broad a base as the 
larger companies. 

According to the calculation on which this statement is based. the 
estimates are that for each 1 percent addition in the deduction rate 
there will only be a reduction of $1.4 million in revenue produced 
under this bill. This seems a very small reduction in taxes for the 
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Federal Government in proportion to the amount of additional ge. 
curity it will provide the policyholders of a stock life insurance com- 
pany. ‘This percentage of reserve deduction will primarily benefit 
the small stock companies and will leave them in a much less competi- 
tive disadvantage and certainly place the company in a much sounder 
position for the protection of its policyholders. 

As to phase 3 of the bill, I am sure that only an oversight permitted 
this measure to pass the House without it being made clear that the 
surplus account of each company as of December 31, 1957, would al- 
ways remain free from tax as far as the company was concerned, upon 
being distributed to the stockholders. This surplus fund is either a 
contributed surplus or has been subjected to tax under the laws which 
were in force during the years in which it waS earned. The mere fact 
that prudent and conservative operation through those years has 
caused it to remain with the company should not now subject it to 
further tax. 

In testimony presented to this committee it has been pointed out 
that the investment of surplus in the acquisition of new business 
from which profits are made at some later date creates a situation 
where phase 3 actually results in a tax on return of capital. I believe 
this is true when applied to the industry as a whole, but of course 
the tax involvement applies only to stock companies. 

In my company the impact of phase 3, because of the mechanical 
workings therein, becomes even more a retroactive tax on money which 
is a return of capital. 

We are now in our 50th year, completing a half century of con- 
servative operation. We have attempted to maintain a sound and 
conservative investment portfolio and accumulate a large surplus so 
that our policyholders will always be protected. We are now in the 
process of a modest expansion program into other States in the south- 
western area. It was felt that this expansion program would at some 
future date permit us to distribute a larger portion of these accumu- 
lated surplus funds because we would be spreading our risk over a 
larger geographical area. If phase 3 of H.R. 4245 becomes law, as 
written, it would have a tendency to freeze these accumulated earnings 
of the past 50 years which were left with the company for the pro- 
tection of policyholders and would to some extent cause them to be 
taxed as though currently earned. 

This decision of management to retain the surplus in our company 
was a wise one. During the war years we invested heavily in Gov- 
ernment bonds, practically all of which do not mature until the years 
1967-72. These Government bonds constitute almost one-third of our 
total assets and have a par value of $7.015 million; their market value 
December 31, 1958, was $6,491,607. Liquidation of these bonds, which 
we have no thought of doing, would immediately absorb more than 
one-half million dollars of surplus. Of these bonds, $325,000 bear 
interest at 3 percent and the remainder bear interest at 2.5 percent. 
Our current mean interest requirement is 3.26 percent. This interest 
deficiency can only be met by having large surpluses to invest to over- 
come it. However, at maturity when these bonds have been liquidated 
for par value, if the market is such that the funds can be reinvested 
at an earning figure more commensurate with our requirement, it 
would appear that some of these surplus funds could safely be released 
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to the stockholders in the form of dividends. Again, however, under 
ELR. 4245 our company and, in turn, our stockholders, will be penal- 
ized by reason of the fact that these funds were left with the company 
for the protection of policyholders during the years when they were 
earned. We would urge the amendment of phase 3 to not penalize 
the shareholders and to permit these funds to go gradually into the 
shareholders’ surplus account for distribution over a period of years, 
subject, of course, to sound management operations. 

Thank you for the time granted my company to express its opinion 
and we will appreciate your serious consideration of the views pre- 
sented herein. 

The Cnamman. Thank you, Mr. Stuart. 

Are there any questions? 

Senator Kerr. Mr. Stuart, I notice your reference here to long- 
term Government bonds in your investment portfolio. 

It just happens that I remember the time when at least some of 
these bonds were purchased by your father, your company, during 
the war years when I was Governor of Oklahoma and had something 
to do with the bond drive, and for some time now they have been con- 
siderably under par. 

Mr. Srvarr. Yes. 

Senator Kerr. So that it is your feeling that if phase 3 does go into 
effect as written at a time when it would catch your company with 
these bonds with a loss in them of over half a million dollars, that 
since the account is pretty well frozen in those bonds, to avoid taking 
a loss by selling them or using them before maturity, you feel that 
phase in the law would have a peculiar penalizing effect on your 
company ¢ 

Mr. Stuart. Yes, sir, or any company in the same position. 

Senator Kerr. Or similarly situated ? 

Mr. Stuart. Yes, sir. 

Senator Kerr. That is all, Mr. Chairman. 

The CHarrman. Are there any questions? 

Senator Curtis. One question. 

The CuairnmMan. Senator Curtis. 

Senator Curtis. Mr. Stuart, in a stock company if a dividend is 
properly declared, it could never be policyholders’ money, could it? 
Mr. Srvuarr. I am not sure I understand your question, Senator. 

Senator Curris. What I am getting at is, I think there are two 
elemental tests in applying a tax law: One is, is something income, 
and if it is, who owns it. 

Now, the money that you would pay out, a stock company would 
actually pay out in dividends, assuming that it was properly and 
lawfully made, that could never be policyholders’ money, could it ? 

Mr. Srvuarr. No, sir, it could not. 

Senator Curtis. That is all. 

Senator Kerr. There could have been a time, though, when that 
was being held for the benefit of the policyholders as a part of the 
reserve of assets that you considered adequate for their protection, 
but which over the years by reason of redundant premium payments 
could have been removed from the status of having been held in reserve 
for the protection of the stockholders to a posture where it would be 
available for dividends to the policyholders ? 
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Mr. Srvuarr. Yes, sir, that is very true. In our own compan 
for instance, we carry one-half million dollars in a policyholders 
contingency fund which is held there, but theoretically that money 
does not belong to the policyholders but it is held in this contingeney 
fund as an emergency fund if it should be needed. 

Senator Kerr. And although it was stockholders’ money, it was 
put there for such time as it might be required to assure safety for 
the benefit and protection of the policyholders ? : 

Mr. Sruarr. That is correet, sir. 

Senator Kerr. And when that urgency, or when the need for that 
special fund no longer existed, than it would still be just stock. 
holders’ money, but it would have been relieved of the lien or burden 
that you, yourself, had voluntarily attached to it of having put 
stockholders’ money into a fund for the temporary protection of the 
policyholders ? 

Mr. Sruarr. That is correct, Senator Kerr. 

Senator Wiiu1aMs. In setting aside this half-million dollar con- 
tingency reserve, did you pay tax on it at the time it was set aside? 

Mr. Stuart. Yes, sir. That money is in reality surplus. It could 
be transferred back at any time to the free surplus account. 

However, good management would dictate that you should set up 
this contingency fund, and has done so. 

Senator Wiiu1aMs. But it was included in your taxable income? 

Mr. Stuart. Yes, sir. 

The Cuatrman. Are there further questions ? 

(No response. ) 

The Cuatrman. Thank you very much, Mr. Stuart. 

Mr. Claris Adams, executive vice president and general counsel 
of the American Life Convention, who was scheduled to testify today 
is unable to appear because of illness. His statement and accompany- 
ing letter is being incorporated in the record. Copies of the state- 
ment have been distributed to the press and to those in the audience. 

(The letter and statement of Claris Adams follow :) 


AMERICAN LIFE CONVENTION, 


Washington, D.C., March 18, 1959. 
Hon. Harry F. Byrp, 


Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D.C. 


DEAR Mr. CHAIRMAN: Much to my regret I was unable to testify on behalf 
of the American Life Convention at the first series of hearings on the life in- 
surance company income tax bill because I was forced to undergo major 
surgery the week before such hearings commenced. 

I had hoped to be able to appear at the hearings conducted this week on 
behalf of the 278 companies represented in my organization which have more 
than 95 percent of all the life insurance in force in the United States. I asked 
for time on the last day and prepared testimony during my convalescence. 

It now appears that I was a little over optimistic because I have not re 
gained my strength sufficiently to present this testimony; furthermore the 
operation left me temporarily under the handicap of some difficulty in speech 

Therefore, I am releasing the time which I asked for at the hearing and ir 
stead of presenting my testimony, I am hereby asking leave to file a statement 
instead which I hope you will do me the favor of including in the record. 

Yours sincerely, 
CLARIS ADAMS, 
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STATEMENT OF CLARIS ADAMS, EXECUTIVE VICE PRESIDENT AND GENERAL COUNSEL, 
AMERICAN Lire CONVENTION, FiLep WITH THE SENATE COMMITTEE ON FINANCE, 
U.S. Senate, U.S. Concress, Marcu 19, 1959 


My name is Claris Adams. I am executive vice president and general 
counsel of the American Life Convention, a trade association composed of 278 
life insurance companies, which, in the aggregate, have more than 95 percent of 
all the legal reserve life insurance in force in the United States. There are 
poth stock and mutual companies in our membership. By numbers, the stock 
companies constitute almost three-fourths but, following the pattern of the 
industry, mutual members have approximately 75 percent of assets and two- 
thirds of the insurance in force. 

All of the large companies belong to our organization, but at least 200 of 
the members would be classified in the business as small companies. The 
executive committee, which acts as our board of directors, consists of 15 men. 
The membership of this committee, elected by vote of the entire convention, is 
composed of nine officers of stock companies and six men who are officials of 
mutual companies. The companies which these men represent range from the 
very largest and oldest in the United States to the very small companies, some 
of which are relatively young. They represent a fair cross section of the 
membership of the entire convention. Since we have Canadian members, one 
of our directors represents a Canadian company. The president, who is 
elected annually, this year is Mr. Rolland E. Irish, president of the Union 
Mutual Life Insurance Co, of Portland, Maine. 

I have no mandate from my organization to support H.R. 4245. Personally, 
I believe that the total tax levied thereunder, added to the unusual and 
extremely heavy taxation enacted by the various States, will constitute an 
oppressive burden upon life insurance. 

However, I am conscious of the fact that this bill has the influence and 
prestige of the Treasury behind it. It was approved by the Ways and Means 
Committee and passed the House with only a scattering few dissenting votes. 
It has been supported with certain modifications at these hearings by a great 
preponderance of testimony from leaders of the industry. They greatly prefer 
it to the only practical alternative, to wit, the existing 1942 act. I agree that 
the 1942 law is an arbitrary, unstable, capricious, and inequitable law. Further 
more, I am under the impression that this committee is favorably inclined at 
least to the structure of this bill. Therefore I feel that I can best serve my 
constituency and all segments of the business by doing all that I can to help 
make H.R. 4245 as practicable, workable and as nearly equitable to all parts 
of the industry as possible. 

One of the principal reasons that I believe this bill is superior in many respects 
to the 1942 law is that the 1942 law, with its high level of taxation levied inde- 
pendently of operating results, might easily become an intolerable burden to 
all companies in the case of a prolonged depression, such as we experienced 
in the thirties. 

I agree unreservedly that phase I, which levies a tax on the gains from 
investment income, should be amended to substitute a 5-year average based on 
the surplus interest method of standardizing reserves, currently known as the 
Menge plan, as a substitute for the formula now provided in the bill. The 
latter is based upon a combination of the so-called Menge plan and the average 
interest requirements of the industry. I think that such change would make 
this part of the bill more logical, more equitable, and more just. 

I thoroughly approve of what is known in the business as the pension cutout. 
This is necessary to remove a discrimination long existing in favor of banks, 
which compete for the administration of retirement plans on practically a tax- 
free basis. In this connection, I want to emphasize that the tax saving to the 
companies on this so-called pension cutout will be passed on in its entirety to 
the particular policyholders entrusting funds of this character to life insurance 
companies. It will not affect competition in any other area of operation and 
will add nothing to general operational gains in either a mutual or a stock 
company. Furthermore, the Treasury will recoup 52 percent of the taxes for- 
given thereby because the policyholder, to wit, the corporation setting up the 
pension plan, receives a deduction as a business expense for premiums paid on 
such policies. Furthermore, I believe that if it is right to do it, it is right 
to do it now. 

I now wish to discuss the philosophy and justification for the manner of 
taxing the excess of operational gains over the taxable investment income, as 
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provided in phase II (sec. 809) of the bill before you. I am afraid that th 
record does not make sufficiently clear one simple and fundamental fact of 
supreme importance in this connection. It is this, that the so-called gains from 
operations as calculated under section 809, are not, and cannot be, from the 
very nature of the operation of a stock life insurance company, an accurate 
measure of its annual profit or loss. 

The manner of arriving at such operating gains in the bill is borrowed 
largely from the official annual statement which all States require from life 
insurance companies. On the surface, this seems quite logical. However, such 
annual statement is and only purports to be a measure of solvency for the com. 
panies, according to an agreed and tested legal standard. It was not designed 
for, it is not intended to be, and as a matter of fact, it is not a profit-and-loss 
statement. 

Both the annual statement and section 809 of this bill measure current gains 
from operations essentially as the annual increase in surplus, if any, as deter- 
mined by the difference between the current value of assets owned by the com- 
panies and the liabilities set up by them for future contract obligations after 
all claims have been paid, expenses met, and in the case of participating policies, 
dividends distributed to policyholders. 

However, 85 percent of a life insurance company’s liabilities consist of esti- 
mates of future mortality experience and investment results on contracts, many 
of which will run for many years. The companies have a large discretion in 
estimating such future liabilities. Depending upon the free choice of a com- 
pany in setting up its reserves on a 3% percent, 3 percent, 244 percent, or even 
2-percent basis, as one very prominent company is now doing, such estimates of 
future liabilities on the same type of contract may vary as much as 15 percent 
in different companies. 

Since all companies, whether stock or mutual, and regardless of the reserve 
standard used, must pay the same amount of money to the policyholder at 
maturity on contracts of the same type, the final results as to profit or logs 
do not depend upon interim estimates of future liabilities. They depend on 
how much money the company has received in premiums and what interest it 
has actually earned during the life of the policies as compared to expense 
incurred and claims paid. However, during the life of the policy, the tentative 
gains from operations resulting from the method used both in the annual state- 
ment and section 809 depend very largely on the estimate of future liabilities 
set up by the company and concerning which the management of the company 
has a very wide latitude. Since these estimates can vary as much as 15 per- 
cent, and frequently do vary as much as 10 percent, it is obvious that this is 
an extremely important factor in a business where on the average the total 
gains from operations after dividends to policyholders are considerably under 
10 percent of annual income. The gain reported depends so much upon esti- 
mates that the result itself is essentially an estimate. 

The company which sets up the largest estimated liabilities duripg the life 
of the policy will show the lowest interim gain and conversely, the company 
setting up the lowest reserves will show the highest gain currently, disassoci- 
ated from actual experience. This is particularly true because the companies 
with the lowest reserves supplement them with the highest surplus, and those 
with the highest reserves carry the lowest surplus. This is not universally 
true, but this is the general pattern of the industry. Since under this bill 
any increase in reserves is deductible but any increase in surplus is taxable, it 
is obvious that unless some compensation is made for this factor, the bill would 
result in serious discrimination. The point is that the current tentative gains 
produced by the formula in section 809 bear no fixed nor accurate relationship 
to the actual realized profits, which is the only proper and valid basis upon 
which to levy a corporate income tax. 

Let me illustrate by a specific example: On page 7 of the testimony of Richard 
C. Guest, vice president of the Massachusetts Mutual Life Insurance Co., he 
sets out a table showing as he states “that nonparticipating premiums differ 
very little from the average net costs of participating insurance after dividends 
have been deducted.” In other words, stock and mutual companies provide 
the insuring public with the same product at effective prices which are ex- 
tremely competitive. Over certain periods dependent upon uncontrollable mor- 
tality, expense, and investment factors, nonpar insurance has proved to be 
cheaper ; in other periods the net cost of participating insurance has been lower. 

This table demonstrates that over a 30-year period the average nonpar rate 
issued by the typical stock company has resulted in a lower cost on whole life 
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and 20-pay life. On a 20-year basis, participating insurance has been cheaper 
on these policies but more expensive in regard to 20-year endowments. To take 
the extreme example, Mr. Guest shows that for a 20-year endowment issued 
in 1928 and maturing in 1948, the typical participating company charged an 
annual premium of $51.27. The typical stock price for nonpar insurance of 
this character was $41.48. The mutual company paid dividends sufficient to 
reduce the average annual net cost to surviving policyholders to $42.48. This 
was a dollar a thousand per year more than the cost of the nonparticipating 
policy. ; ae 

The mutual companies, of course, provided this insurance at cost. Therefore, 
presumably the stock companies lost money on this particular segment of the 
business for that period of time. However, during the 20 years these policies 
were in force, if the mutual company put up higher reserves as an estimate of 
future liabilities than the typical stock company did, the stock company might 
well have shown a considerable interim net operating gain in most of the years 
that these policies were in force although the whole transaction resulted in a 
final loss. I am assuming in this argument that the typical stock company 
used a lower reserving basis and maintained a correspondingly higher surplus 
than the mutual company. Again, although this is not universally true, it is 
the general pattern of the business for historical, practical, and technical rea- 
sons which I shall explain in some detail later. 

The above illustration shows graphically the reason for taxing stock com- 
panies currently on only one-half of tentative gains from operations in excess 
of their tax on net investment income under phase I which they and the mutuals 
both pay. The remainder of the tax is deferred not as a favor to the stock 
companies, but because the amount of profit as currently shown is tentative 
and deferral of the remainder is accorded until the actual amount of profit is 
established on these long-term contracts. The other half of the tentative op- 
erating gains over and above the net investment taxable income is put into a 
special suspense fund until it is determined what part thereof is really profit. 
However, when, if and as any part of this fund is established as a genuine 
profit and is devoted to the use of stockholders in any way it is taxed at the 
going corporate rate as the profits of all corporations are. 

Mr. Guy H. Amerman, the actuary of the Continental American Life of Wil- 
mington, Del., a small stock company, demonstrated in his testimony that his 
particular company would pay a tax of 52 percent on 91 percent of its net op- 
erating gains in 1958 and only 9 percent would be deferred. I do not have the 
figures for 1958 but in 1957 in the case of the Life Insurance Co. of Virginia, 
a medium-size typical conventional company whose president, Mr. Taylor, has 
already testified, the company would have paid the going corporate rate on 
87 percent of its tentative gains had this law been in force and 13 percent 
would have been deferred until the actual realized gains were established. 
These illustrations are undoubtedly below average but they are typical of many 
companies Whose business consists predominantly of the conventional and sav- 
ings type of life insurance contracts rather than group or short term. 

That so-called operating gains as calculated under section 809 of H.R. 4245 are 
not a valid measure of real profit and loss in stock companies is well understood 
in the business. It is readily admitted by officers of mutual companies. Mr. 
Deane ©. Davis, president of the National Life Insurance Co. of Vermont (a 
mutual company), in his testimony before the Ways and Means Committee on 
November 18 last at page 192 of the record of hearings said: 

“Furthermore, in a long-term business such as the life insurance business, 
even in a stock company statement gains are not necessarily all profits. A part 
of these statement gains in stock companies, computed solely to test solvency of 
a company from an insurance regulatory point of view, is needed and is used for 
additional protection of policyholders, just as is the case in mutual companies.” 

Mr. Carrol M. Shanks, president of the Prudential Insurance Co. of America, 
in these same hearings testified (pp. 218 and 219 of the record of the hearings) as 
follows: 

“Next, IT should like to revert to what I have called our main difficulty—cer- 
tainly our main theoretical difficulty. That is our inability to agree on how to 
determine income for a life insurance company. The answer would seem to be 
simple, at least in the case of a stock life insurance company. Why not apply 
the same methods used by any other business which, in effect, means determine 
the increase in surplus before dividends to stockholders and use that as the tax 
base? It is not that simple. 
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“Except in most unusual circumstances, dividends paid to stockholders 
sent net income or profits which have accrued at some time in the past, although 
not always in the previous taxable year. But there may be a large increase in 
surplus even after these dividends are paid. And, if we may assume again for 
purposes of simplification that this company writes nothing but nonparticipating 
contracts, then it would appear that all this increase in surplus represents an 
accrual of undistributed profits for the stockholder. Again, it is not that simple. 

“The reason for this is that this surplus differs from the profits in any other 
business. Its size depends so largely on management decision that no one can 
be sure when it is said to accrue, whether it really represents profits for the 
stockholder, or whether it, or at least some part of it, is in the nature of a re 
serve to enable the management to meet its contract obligations many years ip 
the future. No one would deny that when, in a stock life insurance company, 
these accretions to surplus can be earmarked with certainty as being unneces. 
sary for the payment of contract obligations, they represent profits and should be 
subject to the corporate income tax. 

“To illustrate, let me refer again to the 30 nonparticipating stock companies’ 
experience. The net gain from operations for these companies for the 5 years 
1953-57 was $332,588,000. Out of this, they paid cash dividends to their stock- 
holders of $82,357,000. According to the figures, this leaves $250,231,000 of what 
appear to be undistributed profits. But are they truly profits which should be 
subjected to corporate income tax? If subsequent events should show that some 
part of this $250,231,000 was needed to meet contract obligations, then this part 
should have been treated as an increase in reserves and should not have been 
subjected to that tax. It seem highly unlikely that all of this amount should 
have been so treated, but the basic problem is to determine just how much, On 
this question, there has been no general agreement.” 

So far as I know, no mutual life insurance man has taken exception to the 
manner of taxing the so-called operating gains of stock life insurance companies 
as set forth in H.R. 4245. Mr. Davis and Mr. Shanks both approved it infer- 
entially in their testimony before this committee because they give strong sup- 
port to the bill if amendments of other types were adopted. 

The bill before you for consideration provides for a deduction of 10 percent of 
the increase each year on nonpar reserves from the tax base as determined in 
phase II (sec. 809) of H.R. 4245. The justification for this deduction grows 
out of the essential difference between participating and nonparticipating in- 
surance. In participating insurance the policyholder is charged a premium in 
which there is a conscious overcharge to take care of contingencies. This device 
permits a price adinstment year by year depending upon the experience of the 
company in regard to mortality, expenses, and investment earnings. In nonpar- 
ticipating policies on the other hand, a lower fixed premium is charged. Such 
premium when once determined is guaranteed and cannot be altered during the 
life of the policy regardless of circumstances. 

If nonparticipating premiums were fixed at a sufficiently high level to take care 
of any possible catastrophe, any conceivable inflation of expenses or radical drop 
in investment return, the rate charged would not be competitive with the esti- 
mated net cost of participating insurance, reduced by dividends forecast on the 
basis of normal experience. During periods of normalcy, the cost to the insuring 
public of each type of policy has been remarkably close over a long period of 
time. However, the participating policy has a built-in safety factor against u- 
usual and abnormal experience which a nonparticipating policy does not have. 
As a consequence it is conceded by both stock and mutual men that for purposes 
of safety, nonparticipating policies should be supported and the reserves thereon 
shonld be supplemented by a larger proportionate surplus or contingeney fund 
than in the case of participating companies. Again I quote from the testimony 
of Mr. Deane C. Davis, president of National Life Insurance Co., of Vermont, be 
fore the Ways and Means Committee. Mr. Davis (p. 192 of the Record) said: 

“Tt is true, however, that stock companies issuing guaranteed cost insuranee, 
under which there are no dividends paid to policyholders, would have no oppor- 
tunity to adjust the net gains from operations by increasing dividend distribu. 
tions, and within reasonable limits this is a factor which must be kept in. mind in 
choosing an equitable formula.” 

* s * © . w 

“Policyholders of a stock company must be protected by an accumulation of 
surplus and, furthermore, in the case of nonparticipating business, there is 4 
need to build more surplus than in the case of participating business, as sold by 
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mutual companies. Nonparticipating business has lower premium margins and, 
therefore, a greater margin of safety for policyholders must be provided by the 
stock company’s surplus, and that is why you see relatively percentagewise much 
larger surpluses in stock companies, usually on a less conservative basis on the 
value of reserves.” 

Mr. Richard C. Guest, vice president of the Massachusetts Mutual Life Insur- 
ance Co., also testifying at the same hearing said (p. 237 of the Record), “More- 
over, provision should be made for the special risk involved in long-range low 
nonparticipating premium guaranties.” 

In 1957 the stock companies in the American Life Convention carried an aver- 
age surplus of approximately twice that carried by mutual companies. This 
practice was not influenced by any impact of income tax consequences because 
until now both mutual and stock companies have been taxed equally. The aver- 
age capital and surplus of stock companies in the American Life Convention as 
of December 31, 1957, was 14 percent of reserves whereas the average mutual 
company carried a surplus of 7 percent of reserves. This constitutes a fair prag- 
matic test of the validity of this deduction. 

These figures might seem to indicate that 7 percent rather than 10 percent 1s 
a proper deduction but analysis will show the error of that conclusion. 

A substantial percentage of stock companies in the American Life Convention 
have a considerable proportion of participating business as well as nonpartici- 
pating insurance. Against their participating contracts, they need no larger 
surplus than mutua!l companies do. The percentage of participating insurance 
in stock companies is of sufficient magnitude that it makes the 10 percent figure 
a very reasonable one for nonparticipating contracts alone. In fact, if anything, 
it is a little on the low side because counting group insurance which is frequently 
written on what amounts to a participating basis, probably as much as 30 percent 
of the insurance in force in stock companies is participating. 

There is another factor in the problem. The smaller companies are much 

more vulnerable to fluctuations in mortality experience than the large com- 
panies are because the law of averages requires large numbers and a long 
period of time for its validity. 
- | am sure that the vast majority of officials of stock companies believe that 
this 10 percent deduction is absolutely necessary to put them on a fair coi- 
petitive basis with the large mutuals which in addition to a 7 percent actual 
surplus have the advantage of a yearly dividend cushion for possible price 
adjustment equaling more than 30 percent of such purplus. This fund is avail- 
able to them for purposes of safety each year. Therefore the 10 percent figure 
in my Opinion is the minimum compensating factor which will permit the 
average stock company to compete with their mutual rivals and still maintain 
comparable margins of safety for their policyholders. 

This naturally brings up the question as to why stock companies on the aver- 
age set up lower reserves than mutual companies do, particularly the large 
ones. It was once not so nearly universally true as it now is. Some of the 
very largest mutual companies formerly put up their reserves on a 3% percent 
basis. However, during the war interest rates declined radically. The time 
came when many companies were not able to invest currently in securities 
of satisfactory quality which would yield the interest rate assumed in the reserve 
standard chosen by such companies. As a consequence, those companies 
financially able to do so strengthened their reserves by making a large contri- 
bution thereto from surplus in order to bring their interest requirements down 
to the yields readily available in the market. 

At this time the large companies had most of their assets invested in market 
securities. Their older bonds purchased at a higher interest yield were selling 
at a substantial premium. Under the law then in force, life insurance com- 
panies were not subject to a capital gains tax. Therefore, as these bonds 
were cailed or sold at a profit, the gains went largely into reserve strengthening. 
Not all the reserve strengthening came from this source but a great proportion 
of it did. 

The situation was much different with many of the smaller western and 
southern companies which invested largely in home mortgages. As interest 
rates fell, they had very few market securities upon which to take a profit. 
Their mortgages were not enhanced in value. On the contrary, as interest 
rates declined, they found it necessary to refinance a great many of their mort- 
gages ata steadily diminishing return. 
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Even the smaller companies started writing their new business on a more 
conservative valuation basis. However, it takes a long time for reserves on 
new business to build up to large proportions. In the American Life Conven 
tion more than one-third of the companies still have more than half of their 
reserves on a 3% percent basis and over one-half have 40 percent or more. 

Also there are technical reasons why it is more difficult for stock companies 
than for mutuals to issue new business on exceedingly high reserve bases. High 
reserve valuation tends to increase premiums charged to the public. This is of 
little disadvantaze to a mutual company which compensates for higher premiums 
by dividends. However, in the case of stock companies, if their stationa 
premiums become too high, they cannot compete with the estimated net a 
of participating insurance after dividends. If companies reduce their premiums 
to the public below the theoretical net premium required by the reserve stand- 
ard chosen, they must immediately put up additional reserves covering the fy} 
present value of such deficiency in the net premium over the entire life of the 
policy. This charge is a heavy one and results in a great strain on surplus 
in a growing company. 

For this reason, a number of stock companies have found it necessary 
recently to reduce their reserve basis on new issues in order to write new policies 
on a competitive basis without setting up punishing deficiency reserves. So, as 
a generality, it is true that it is easier for strong mutual companies to put up high 
reserves which reduces the necessity for larger surplus funds. It is also true as 
a generality that mutual companies as a class do carry higher reserves and set up 
smaller surpluses than stock companies do. 

The question has been raised from time to time as to whether there is not 
a margin of built-in profit in our mortality tables because mortality has been 
more favorable in the intervening years than it was when the table in current 
use was published in 1941 based on the experience of the thirties. The answer 
is that profit and loss on a long-term life insurance contract does no depend upon 
the reserve but on the premiums charged and interest earned in relation to 
loss experience, expense factors, and investment return. 

In the case of most mutual companies, the current mortality table may be used 
for the calculation of premiums. In stock companies, this is not the case for 
a reason that is readily apparent. 

It makes no real difference whether the mutual companies use a redundant 
mortality table for the calculation of premiums because if mortality experience, 
expense estimates, and investment returns are more favorable than those assumed 
in calculating the premiums, the difference is returned to policyholders in 
dividends and the net result is the same. 

It follows that if stock companies, in issuing guaranteed low-priced non- 
participating policies, used the same premium structure they would immediately 
price themselves entirely out of the market. Therefore, although stock com- 
panies must put up reserves as required by the mortality table in use, their 
premiums are actually calculated on an analysis of their own modern mortality 
experience, an estimate of their own expenses, and their best guess as to the 
actual investment return which they expect to make for a long period in the 
future. In other words, the redundancy in the table is necessarily discounted 
in advance in the charge made for nonparticipating insurance. Otherwise stock 
companies would be utterly unable to compete with mutual companies operating 
at cost. 

That they are able to compete against the large mutuals which nevertheless 
dominate the market is due to the fact that, as testified to by Mr. Richard C. 
Guest, vice president of the Massachusetts Mutual Life Insurance Co., the two 
types of insurance offer the same protection to the insuring public at prices 
which are remarkably similar. It follows that the somewhat natural assumption 
that the mortality table used for reserve purposes by stock companies gives them 
a built-in profit because of the redundancy of such tables is not true in practice. 
The only real effect of the mortality tables upon premiums charged is, as stated 
above, when nonparticipating rates are forced so low by competition that they dip 
under the actuarial net premium and deficiency reserves are required. When this 
happens it puts the stock companies at a great competitive disadvantage. 

The need for surplus in a life insurance company above and beyond its legal 
reserve arises from several factors. There is always the possibility of epidemics. 
Fortunately in 1918 the onset of the influenza epidemic was in the late fall and 
ran its course the following spring. If by chance it had occurred all in 1 year, 
many life insurance companies would have become insolvent in spite of rather 
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ample surpluses over and above their legal reserves. The fact that their heavy 
losses were spread over 2 calendar years permitted them to survive. There are 
those who think there will never be another epidemic. No life insurance man 
discounts the possibility. If the recent Asian flu had been the same sort of 
killer as the Spanish influenza in 1918, the companies would have had a similar 
experience and many of them would have needed all the surplus they had. 
We are afraid that such epidemics are still possible in spite of the development 
of wonder drugs. Epidemics may occur when germs develop tolerance for the 
type of medication in use and therefore diseases are unresponsive to available 
remedies. 

In addition to the dangers of epidemic, no one can calculate the effect of atomic 
fallout even in the absence of war on the long-range mortality of the future. 

However there are other factors. Life insurance reserves are a mathematical 
figure expressed in terms of dollars. The investments behind these reserves are 
of fluctuating value. Within the recent past, even such basic investments as 
Government bonds have plummeted in the market as much as 10 or 12 percent 
within the period of a year. The corporate bond market has oscillated in a 
similar fashion. 

These gyrations of the market do not seriously affect the statements of life 
insurance companies currently because by the laws of the States their bonds 
are carried on an amortized basis which is independent of market price so long as 
they are not in default and stocks are held in small amounts. However, in any 
depression when cash surrender values are demanded in large proportions and it 
should become necessary for life insurance companies to liquidate assets in the 
market at a time of deflated prices, an adequate surplus over and above reserves 
would be absolutely essential to the ability of companies to perform their con- 
tracts. Life insurance companies have remained solvent over the years and, 
with some few tragic exceptions, have been able to perform their obligations to 
their policyholders without loss, not because life insurance officials are miracle 
men but because they have maintained and have been permitted to maintain 
large margins of safety against extraordinary hazards such as war, pestilence 
and panics, all of which have occurred within the lifetime of many of us. Twice 
in 40 years the surpluses of life insurance companies have been put to severe 
strain because of such emergencies. 

Another serious issue is the treatment of tax-exempt interest and the inter- 
corporate dividend credit. An argument which, on the surface at least, seems 
to have a great deal of merit is that a life insurance company is not entitled to a 
double deduction for reserve interest just because it owns tax-exempt bonds or 
stocks. Furthermore, because the capital and surplus of life insurance companies 
are relatively small in comparison to their reserve liabilities, permitting such 
companies to allocate their ownership of tax-exempt securities and stocks to 
their capital and surplus rather than to their reserve account might seriously 
affect the revenue from the investment income portion of the bill. 

On the other hand, since life insurance companies under the overall provisions 
of this act are really taxed on their total income with deductions peculiarly 
hecessary to their type of operation, just as manufacturing companies are 
properly permitted a deduction for depreciation and obsolescence and oil and 
mining companies are entitled to a deduction for depletion, it is a little difficult 
to understand how a distinction can be made legally in the case of tax-exempt 
securities or how a denial of the intercorporate dividend credit can be justified 
on philosophical grounds. 

The reserves of life insurance companies must be improved at interest year 
by year as a matter of contract. The cash surrender values which are based 
on such reserves are policy obligations payable on demand. From this view- 
point, reserve interest partakes of the general nature of interest paid on bonds 
and debentures by other corporations, or perhaps by even closer analogy it is 
comparable to interest paid or credited to bank depositors. Many utility com- 
panies, for instance, have small capital compared to their total assets. They 
have large interest payments to bondholders which of course are allowable 
deductions. This deduction is not diminished because the same corporation 
invests some of its assets in tax exempt securities or the stock of other cor- 
porations. They still are accorded both a deduction for interest on tax exempt 
Securities owned and the full intercorporate dividend credit on stocks held in 
their portfolios. Banks are not deprived of these deductions because they also 
receive a deduction for interest paid to depositors. 
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In the case of tax exempt interest, there is a real legal question involved 
In the case of National Life Insurance Company v. United States (277 US. 
508), the U.S. Supreme Court held in effect that any device through which . 
life insurance company is deprived of its deduction for tax exempt interest in 
full under a total income tax law and whereby the company owning such securi- 
ties does not receive an additional exemption over and above that allowed to all 
companies whether they own tax exempt securities or not, constitutes a strategem 
to nullify such tax exemption on State and municipal bonds and therefore is 
unconstitutional. 

It is certain there will be a number of lawsuits testing the legality of the 
device embodied in this law to circumvent an independent deduction for tax 
exempt interest. If such lawsuits are successful, they could seriously impair 
the effectiveness of the present bill if it becomes a law in its present form. 

Under previous laws, when the tax was laid altogether on investment income, 
the issue was not so clear and was not so serious because the money involved 
was trifling. Under this law, it would be a matter of great moment to a syb- 
stantial number, particularly of the smaller companies and I believe the question 
deserves very careful consideration. 

Just one more point. Congress has oft been reminded that the States lay very 
heavy exactions upon life insurance. On the average, the State taxes take 
approximately 2 percent of all premiums of all policyholders. Because these 
taxes are laid upon premiums, it is obvieus that they fall directly upon the 
policyholders. The exaction is a tax upon saving one’s own money for the 
protection of one’s own family. In no other area is the mere act of saving taxed 
as such. In my opinion, the Treasury has been quite callous in its attitude that 
these unusual and oppressive State taxes are no concern of the Federal Govern- 
ment and have no relationship whatever to the heavy taxes levied under this 
bill which to a considerable extent will fall upon the policyholders also, 

In my opinion, Congress has a direct responsibility in this connection. After 
the South-Eastern Underwriters decision which held that insurance is commerce, 
Congress passed Public Law 15 in 1945 declaring it to be congressional policy 
that the regulation and taxation of insurance companies by the States should 
remain unimpaired. As a consequence, a number of tax laws in the various 
States which otherwise might have been invalid as an undue restraint upon 
interstate commerce were upheld by the Supreme Court because of Public 
Law 15. To a considerable extent therefore, Congress is responsible for the 
heavy load of State taxes borne by the policyholders of the Nation. They ave 
levied by express consent of Congress. 

I repeat that in my opinion the aggregate tax laid by both the State and 
Federal Governments upon life insurance is oppressive considering the nature 
of the institution and the social benefits that flow therefrom to the small savers 
of the Nation. Even the taxes under the 1955 law, when added to to the State 
levy, constituted a heavier burden than is levied upon life insurance in either 
Canada of Great Britain. Even under the 1955 law, taxes rose to the highest 
level ever levied in the history of this country. Personally I do not believe 
that it is sound economics or good social philosophy to tax this form of savings 
so heavily and in such a discriminatory manner that it may discourage the 
purchase of life insurance for family protection. I share the fears of many 
that this may happen. I do not think that would be in the public interest. 


(See also pp. 125, 524.) 
The CHarrmman. Our next witness is Mr. Albert L. Hall, of Berk- 
shire Life Insurance Co. 


STATEMENT OF ALBERT L. HALL, VICE PRESIDENT AND GENERAL 
COUNSEL, BERKSHIRE LIFE INSURANCE CO., PITTSFIELD, MASS. 


Mr. Hawi. My name is Albert L. Hall. I am vice president and 
general counsel of the Berkshire Life Insurance Co., of Pittsfield, 
Mass., a mutual life insurance company chartered in 1851. At the 
end of 1957, the Berkshire ranked 62d in assets and 101st in insurance 
in force. 

My remarks do not deal primarily to the problems occasioned by 
H.R. 4245 in its impact upon the mutual life insurance business as 
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a whole, but will relate with particular pertinency to the operations 
of Berkshire Life Insurance Co. As one small mutual life insurance 
company, we concur with previous witnesses that the bill, with suit- 
able amendments, will be acceptable. I will discuss briefly the impact 
of two amendments already proposed because they have marked 
relevancy to Berkshire Life. ey? 

HLR. 4245 provides that the “policy and other contract liability 
deduction” be at an artificial mean rate. As an individual company, 
we subscribe to the use of our own actual earned interest rate for the 
taxable year. If, however, this is not practicable because of its 
failure to provide the amount of revenue desired, we concur in the 
suggested use of the 5-year average of the actual investment rate of 
the individual company which would tend to eliminate marked fluc- 
tuations in the tax from year to year. 

A second amendment has particular significance to the Berkshire 
Life. Here is where our special problem lies. Under the bill as 
drawn, while our gain from operations for 1958 amounted toa bit 
more than $1,250,000, we are required to use the larger taxable invest- 
ment income of $1,600,000 as the tax base, for the reason that the bill 
does not permit a reduction in the gain from operations by the full 
amount of dividends paid to policyholders, but only down to the 
level of the taxable investment income where it is pegged. This 
has the effect of arbitrarily forcing us to a taxable tes which is 
$350,000 in excess of the Berkshire’s actual gain from operations. 
At a 52-percent rate this affects my company by an additional tax 
of $180,000. Simply expressed, this makes the rate of tax on gain 
from operations 66 percent, not 52 percent. We feel amendment 
is in order. 

Premium rates established by mutual companies are set at a level 
believed to be sufficient to cover any adverse experience which may 
arise. Because of this, provision is made that any overcharge in the 
premiums will be returned to the policyholder. These returis, or so- 
called dividends, are recognized in tax laws as not being income to 
the individual policyholder. Such returns should not taxed to 
the individuals through tax on the company. However, the individ- 
ual is in effect taxed on these refunds under H.R. 4245 whenever 
taxable investment income exceeds gain from operations. For the 
Berkshire this would mean a 1958 tax of approximately $180,000 on 
dividends to policyholders. 

Although a deduction of 100 percent of dividends could be justified 
in computing the tax base, we recognize that from a practical stand- 
point this might involve too great a decrease in revenue. Accord- 
ingly, Berkshire recommends that section 809 (8) be amended to per- 
mit the deduction of 50 percent of the dividends now disallowed. 
This would incorporate the same 50-percent principle now used in 
H.R. 4245 for establishing the tax base when gain from operations 
exceeds taxable investment income. 

It would appear appropriate at this point to clarify two assertions 
now on the record concerning (1) underwriting losses and (2) deduo- 
tions of dividends to policyholders. 

(1) When taxable investment income exceeds gain from operations, 
there is an “underwriting loss,” as defined in the report of the Ways 
and Means Committee. It was pointed out in previous testimony that 

37532—59—— 41 
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H.R. 4245 provides recognition of underwriting losses because the 
underwriting loss may be subtracted in full from the phase 1 income 
base. It was also pointed out that this should be of particular jm. 
portance to small new companies, which characteristically have under- 
writing losses in their early years. 

We agree with the concern expressed for small new companies with 
underwriting losses. However, the bill in its present form, although 
providing relief in this area to small new companies which issue non. 
participating insurance, does not provide similar relief for companies 
which issue participating insurance. This is because of the limitation 
in section 809(g) on the deductibility of dividends to policyholders, 

This bill, with its discrimination against participating insurance, 
could have the practical effect of forcing new companies to issue only 
nonparticipating insurance. The activities of new companies should 
not be thus limited. 

There are also small old companies. These small companies should 
aiso have tax relief when their gain from operations is less than their 
taxable investment income. 

Regardless of the age and the size of the company, an underwriting 
loss incurred through paying out dividends to policyholders is no 
different from, and no on real than, an underwriting loss incurred 
through collecting too small an amount of premiums from policy- 
holders. Both underwriting losses should be treated alike in the tax 
bill. Nevertheless, as a practical solution, we are only requesting, as 
indicated above, that 50 percent of an underwriting loss incurred 
through paying out dividends should be taken into consideration. 

(2) The president of a mutual company with assets of over three- 
quarters of a billion dollars—four times the size of my company— 
testified on March 4 about— 


the concern of many of us smaller mutual companies that such so-called divi- 
dends could injure us competitively. 


He further stated that— 


There is a movement among some mutual companies to seek additional deduce. 
tions for policyholder dividends. This we believe to be a most dangerous pro- 
posal and we oppose it most vigorously. 

As a supporter of the temporary committee on the taxation of 
mutual life insurance companies, | was aware of 32 mutual com- 
panies—including my own—who favored such an additional dedue- 
tion and 2 who did not. So it was natural to wonder to whom the 
“we” and “us” used by this particular witness referred. Accordingly, 
a telegram was sent to every one of the other 88 mutual companies 
reported on in Best’s “Life Insurance Reports.” Incidentally, each: 
of these companies was in fact smaller than this particular witness’ 
company. The telegram asked whether the company favored an in- 
creased deduction for dividends to policyholders along the lines pro- 
posed at the hearings by several repreventatives of mutual companies, 

Replies have been received from 48 of these mutuals. I believe 
they provide the best available evidence of the attitude of the smaller 
mutual companies. Forty-one of these replies stated that they favored 
such an addicanal deduction. These 41 companies are located in 21 
States throughout the country. Only 5 companies replied that they 
were opposed. There were 2 companies who did not take a definite 
position one way or the other on this question. 
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The positions stated in these replies and those of the companies 
whose position I already knew are combined in the following sum- 
ary : v\e 
_ Position and number of mutual life insurance companies 


Favor an increased deduction for dividends to policyholders__....-.------ 7 
Do not favor this change_----~~---~-----------------+---------------->- - 7 
Do not take a definite position on this subject___~~- 


I believe, therefore, that the best evidence available supports the 
view that most mutual life insurance companies- -small, medium, and 
large—are strongly in favor of amending the limitation in section 
09(g) on the deduction of dividends to policyholders. 

One witness proposed that companies be permitted— ; 
to apply phase 2 negatives, to the extent they are not allowable to reduce 
phase 1 taxable income, to reduce phase 2 gains of other years. Such phase 2 
negatives would be applied to phase 2 taxable income of other years under 
appropriate carryover and carryback provisions. 

In the case of my company this would be most unlikely to provide 
any relief and I am sure that most mutual companies would be in this 
position. Such an amendment would help primarily those stock 
companies that write some participating policies because those are the 
companies that would be most likely in any years to be subject to a 
tax under phase 2. Any company whose total operating gains are 
regularly less than its taxable investment income would obtain no 
relief under such an amendment, yet these are the companies that 
are most in need of relief. 

For the various considerations outlined above, Berkshire Life 
strongly recommends the adoption of H.R. 4245 after revision by in- 
corporation of the two amendments discussed above. 

Thank you. 

The Cuamman. Mr. Hall, do you have an estimate of the revenue 
loss that would occur by the adoption of these two amendments? 

Mr. Hauw. For the industry, Senator ? 

The Cuarrman. The revenue loss that would result by the adoption 
of your two amendments. 

Mr. Hau. I have it in reference to my own particular company. I 
do not have the industry estimate, but I believe that was put in the 
record yesterday, if I am not mistaken. 

The CHairman. Are there any questions? 


Senator Kerr. I would like to have it for your particular company. 

Mr. Hauv. I beg your pardon, sir? 

Senator Kerr. I would like to have the amount of reduction that 
would be in your tax liability for your company. 

Mr. Hau. Yes, sir. Under H.R. 4245 as it currently stands, our 
tax would be approximately $827,000. Taking amendment No. 1 
alone, our tax would be reduced to $717,000, or a reduction of approxi- 
mately $110,000. 

Taking amendment No. 2 alone, our tax would be $737,000 approxi- 
mately, a reduction of about $90,000 below the H.R. 4245 base as it 
currently stands. 

And taking the combination of amendments Nos. 1 and 2, as sug- 
gested on the original base, we would have a tax of $682,000, or a total 
reduction of about $145,000 in our total tax. 

The Crarrman. What tax did you pay last year ? 
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Mr. Haury. That we paid last year? 

The CuatrMan. How does this figure compare with the taxes you 
paid last year? 

Mr. Hat. The tax that we paid on 1957 income was $492,000. On 
the basis of the stopgap law, our tax in 1958 income would have been 
approximately $540,000. 

The CuarrMan. What would it be under the 1942 formula? 

Mr. Hatz. Under the 1942 basis, sir, approximately $910,000. 

Senator Kerr. Mr. Hall, you addressed a good deal of your state- 
ment to your position toward tax treatment on so-called policyholders’ 
dividends. I mean that is just an introductory premise. What do 
you cal] those payments to policyholders, dividends or cash adjust- 
ment, what is the terminology that you use ? 

Mr. Haut. The usual terminology, and that used by my company, 
is the terminology of a dividend, which is treated as a refund of an 
excess premium collected at the beginning of the policy years. 

Senator Kerr. Now, is that currently regarded as taxable either in 
the hands of the company or in the hands of the policyholder after he 
receives it? 

Mr. Haut. No, sir; and the Federal income tax law so recognizes. 

Senator Kerr. If H.R. 4245 as written becomes a law, would you 
say that one effect of it would be to establish the policy that that pay- 
ment was in whole or in part income to the policyholder—— 

Mr. Hat. Yes, sir. 

Senator Kerr. Or to the insurance company ? 

Mr. Hatz. Well, it would be a tax upon the insurance company, but 
certainly indirectly upon the policyholders because they are the only 
persons affected in a mutual company. 

As I indicated before, we were disallowed the dividend payment 
under phase 1 to the extent of $350,000, and that thereby increased 
our tax by approximately $180,000. 

Senator Kerr. Here is the thought that comes to me. 

If the Federal Government, by pasing a law, thus identifies certain 
moneys as taxable income, how could they be consistent without apply- 
ing the tax to all of the income which is identical in character? 

r. Hauy. It probably could not maintain consistency unless so 
doing. 

Senator Kerr. You request amendment to the law that would, in 
effect, free half of this income from taxation. 

Mr. Haut. That is correct, sir. 

Senator Kerr. It would seem to me that the correct approach would 
be if the Federal Government has discovered some income that should 
be taxable as income, it should apply to all of such income, no more 
and no less, and that the burden should be assumed by somebody of 
identifying what part, if any, even though it might be all of such in- 
come, as taxable income. 

Mr. Hawi. [f I understand your question, Senator, it probably 
leads to a consideration of whether or not there was some interest ele- 
ment in the payment of a dividend. And if that be the fact, I think 
it is incumbent upon someone to ascertain what portion of that divi- 
dend payment is interest and therefore taxable. 

Senator Kerr. That is almost what I am trying to say. The 
thought that comes to me is this: 
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How long have these so-called dividends been paid by mutual com- 
panies to their licyholders ¢ 

Mr. Hat. Well I think since about, 1862 or 1863, »s I recall. | 

Senator Kerr. Somebody told me here that these mutual companies 
had been in operation for 200 years. Has it taken them that long 
to get a premium high enough and a position profitable enough to 
where they could make an adjustment of the redundant premium! 
That is another term that I have learned. [Laughter.] 

Mr. Haut. I have heard that, too, but not being an actuary, I have 
not comprehended its full significance. ; 

Senator Kerr. It would seem to me that an income or a perment 
of money in a classification which for even a hundred years been 

rded as a refund of excess premiums, regardless of whether it 
is called a dividend or what it might be called, would be of such sig- 
nificance that if a change is to be made in tax policy with reference 
to it, it could consistently be done only on the basis that all or part 
of it is income taxable, taxable income similar to other taxable in- 
come, and that if that decision is made and that policy instituted, it 
should be done very carefully so as to include first all of that pay- . 
ment, which is taxable income, but certainly no more of it than the 
portion which would be so identified. 

Mr. Hau. That is correct, sir. I think an illustration might be 
made as between the difference of taxes between a stock and a mutual 
company. Bor 

In a mutual company you have some extra margins in there that 
have been collected on the premiums, and with an earning rate, let’s 
say, of 3.9, an actual earning rate in my company before taxes, that 
would be about 3.9 percent of the dividend which was paid out that 

ear. 

I think that is a relatively small amount, and we are only asking 
for a crediting of 50 percent of these dividends, which certainly 
leaves considerable margin for any other interest element that might 
be found under other less frequent circumstances to exist in a dividend 

ayment. 
rc Senator Kerr. It would seem to me if there is a basis to tax part 
of that money in the hands of the insurance company, because of the 
fact that it is earnings instead of a rebate or a refund, there would 
be an equal basis to tax any part of it that would still be going into 
the hands of the policyholder that would be earned income rather 
than a rebate or a afoadk 

Mr. Hauw. I suppose if the company is taxed we are in effect tax- 
ing the policyholder, and since dividends, as received by him are now 
recognized under the present income tax law as not being income to 
him, it would suffice to put the tax on a portion of the dividend pay- 
ments upon the company rather than making him pay once directly 
and once indirectly. 

Senator Kerr. But if it is earned income, and for that reason 
should be taxed, and if a formula does not tax all of that money 
which is earned income in the hands of the corporation, it still has 
to some degree to be earned income when it gets to the policyholder, 
does it not ? 

Mr. Hatt. On that premise; yes, sir. 
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Senator Kerr. So that if the Treasury or the Congress has found 
some income which is earned income and not a refund, it would seem 
to me that it should not only be taxed in the hands of the corpora- 
tion, but the residue which finds its way into the hands of the policy- 
holder should likewise be taxed to him. t 

If the stock company has an earned income, it pays a corporate tax 
on it, or is presumed to do so, both under existing law and under this 
bill, Well, then, whatever residue it has left of earned income after 
taxes, it passes on to its stockholders, which to them is earned income 
and is taxable in their hands. 

Mr. Hatt. To that I agree, Senator. I think that if the interest 
element or what we call taxable income is found in the hands of the 
eet that should be taxed, and as it is passed along to the policy- 

older—— 

Senator Kerr. Whatever the residue might be, if you pass it on to 
your policyholders, if it is income in your hands, it looks to me like 
Str have to be income in his hands for whatever part of it was 

eft. 

Mr. Hat. That segment that is treated as income by the company 
should be treated as income to him. 

Senator Kerr. That is all. 

The Carman. Are there any further questions ? 

Senator Curtis. I do have some questions. 

A policyholder’s dividend, what it amounts to is that the policy- 
holder doesn’t have to pay quite as much in his annual premium, is 
that true? 

Mr. Hau. That is correct, sir. 

Senator Curtis. Now, if he doesn’t have to pay, how could it be 
income to the company ? 

Mr. Hatt. Only to the extent that a portion of the excess collected 
by a mutual company is retained at interest over the year, and at the 
end of the year the dividend is distributed to the policyholder. 

I suppose you might consider there is interest on that excess col- 
lection which, in turn, is refunded. 

Senator Curtis. But if the premium is established at a certain 
figure, and the mutual company finds they can provide that protec- 
tion by collecting less than that amount, how could the amount that 
they did not collect ever be income to the company ? 

Mr. Hatt. It shouldn’t be so treated, the excess as it is collected at 
the beginning of the year. 

Senator Curtis. If a stock company either because they have a 
high interest earnings or for any other reason collects a smaller 
premium than they otherwise might, it wouldn’t be income, either, 
would it? 

Mr. Hatt. No, sir. 

Senator Curtis. If they would reduce their premium ? 

Mr. Hatt. No, sir. 

Senator Curtis. I can see the basis for argument there on the in- 
terest element, but in the case of your company, how much did you 
say that would be as applied to the dividend to the policyholder? 

Mr. Hatt. The disallowance was $350,000. The tax on that, there- 
fore, was $180,000. 
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Senator Curtis. My question was of a policyholder dividend paid 
by your company, what portion of it conceivably could be a result of 
interest earnings 

Mr. Haut. Well, the actual interest earnings of our own company 
before Federal taxes was 3.9, so I would say it was 3.9 or some part 
less than 4 percent. On 

Senator Curtis. In other words, a policyholder dividend would be 
96 percent price adjustment, is t hat what you mean ¢ 

Mr. Haut. In my own nontechnical terms, yes. 

Senator Curtis. That is what you contend ? 

Mr. Hatz. That is what I mean. 

Senator Curtis. So your point is that regardless of just where you 
would fix the estimate of how much of it was price adjustment and how 
much of it was interest, that the fact that you are asking only for a 
50-percent allowance for policyholder dividends in the offset against 

hase 1 income removes interest, from the controversy, does it not? 

Mr. Hau. That is correct, once that factor has been ascertained. 

Senator Curtis. So on the basis of asking for a 50-percent offset, 
there is none of that that could be income to the company, is there, be- 
rause you don’t collect it ? 

Mr. Hatt. That is correct. 

Senator Curtis. The policyholders’ dividend, that is something that 
is ascertained on a long, long-term basis, is it not ? 

Mr. Haru. Generally it is ascertained and the reserves established, 
as explained to me, about a year in advance of its payment, and once 
the company has established a dividend level, unless there are certain 
economic factors of depression or bad economic times, the company 
is certainly very, very reluctant to cut its dividend scale. 

Senator Curtis. And while it isn’t a contractual arrangement, it 
is established as a permanent thing and generally held there, isn’t that 
so? 

Mr. Hatv. It certainly is a competitive arrangement. 

Senator Curtis. But your computation of your tax under phases 
1 and 2 is on an annual basis, is it not ? 

Mr. Hauu. That is correct, sir. And in declaring a dividend a year 
in advance, any new scale that might go in it would be rather difficult 
to anticipate, with too great precision, what our situation would be. 

Senator Curtis. If no negative is allowed, would it be possible for 
a company to owe a tax and have no profit ? 

Mr. Hari. And to have no profit, yes. Provided there was a part of 
that reduction that put it below, that was accountable by the fact that 
a dividend was paid. 

Senator Curtis. And the dividend paid—I realize it is a term that 
has been used; it is printed right on the policy receipts, and so on—in 
reality it is money that is not collected, isn’t it? 

Mr. Hau. That is true, I mean, if you follow the analysis through 
as between a mutual and a stock company. 

Senator Curtis. I am talking about a policyholder, it is money that 
he doesn’t have to pay to the company, is it not? 

Mr, Haut. That is right. It is an adjustment in price at the end 
of the year. 

Senator Curtis. I think you get in trouble when we artificially de- 
clare something income that isn’t income. 
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Mr. Hau. That is true. 

Senator Curtis. If it is going to be an income tax. 

Mr. Hau. That is true. 

Senator Curris. And money that isn’t collected certainly isn’t jp. 
come, and take any general business, speaking of other than the life 
insurance business, if one competitor determines his costs to the cus. 
tomer in one step, and another competitor takes two steps, and has 
a first price and then a final price that he sets also, it is the final price 
that determines what the taxpayer receives, isn’t it? 

Mr. Haut. That is correct, sir. 

Senator Curtis. That is all, Mr. Chairman. 

Senator Corron. Mr. Chairman, on that point, and this may be 
drawing too fine a distinction, I would like your reaction to this: 

Suppose I have a policy with a mutual company. I believe that in 
most cases I can indicate when I purchase that policy, or at some sub- 
sequent time, whether I want any dividends that accrue to me under 
that policy to be used to reduce my future premiums or whether | 
want them used to accumulate and to purchase additional paid-up in- 
surance, is that right? 

Mr. Hatt. That is right, sir. 

Senator Corron. Now, might there be a distinction taxwise in try- 
ing to determine whether the dividend paid to a policyholder by a 
mutual company is income or as a refunding of an overpaid premium! 
Might the tax situation be affected by whether the dividend was used 
to reduce future premiums or whether it was used to purchase addi- 
tional insurance for the policyholder? 

Mr. Hau. Well, to the extent of the price reduction, 100 percent of 
the price reduction, it looks as though it is simply a discounting and 
thereby lowering the price, and probably the policyholder looks for- 
ward to paying instead of a $60 premium, the premium minus the 
dividend, the net amount being, let’s say, $55. 

Senator Corton. My point is just this, and perhaps I am drawing 
too fine a distinction : 

I have a policy, and I am entitled to a dividend this year. While! 
do not actually receive it, I am informed that I paid more for my 
policy this year than was necessary to retain it. Therefore it will be 
necessary to’ reduce my premium next year. Certainly that is an ad- 
justment, clearly an adjustment of premium. It couldn’t be consid- 
ered anything else, right ? 

Mr. Hai. That seems to be an adjustment of premium. 

Senator Corron. And it could not be income ? 

Mr. Hatt. That is right. 

Senator Corron. But on the other hand, because of my election, I 
am notified that I am entitled to so much dividend this year. It is 
being used by me to purchase additional paid-up insurance. Looking 
at it taxwise, might that not be considered income ? 

_ Mr. Hatt. That could not be considered income, not, any portion of 
it, sir. 

Senator Curtis. Would the Senator yield at that point ? 

Senator Corron. Certainly. 

Senator Curtis. Doesn’t the liability of the company increase, 
then, to pay a greater sum for that additional insurance? If he takes 
money from any source and buys additional insurance, you have in- 
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creased the liability of the company to pay a greater sum to some- 


body. 

Me. Hau. That is true. 

Senator Kerr. Would the Senator yield? 

Senator Curtis. So what you are doing, you are taking your price 
adjustment to buy more goods. It doesn’t change the nature of the 
price adjustment. | 

Senator Corron. So Senator Curtis’ point, as I understand it, is 
this: It may be income to the wolietentier: but it still isn’t income 
to the insurance company. 

Senator Curtis. That is not my position. My position is that the 
liability of the company becomes greater and you just purchase a 
bigger policy, is all. But the element of whether or not it is income 
or price adjustment doesn’t change. 

Mr. Hau. I think that is probably true, sir. 

Senator Kerr. Will the Senator yield? 

Senator Corron. Yes. 

Senator Kerr. If I understand these contracts, the insurance com- 
pany isn’t the one that determines what is done with that dividend 
after it has been found to be due to the policyholder, is it ? 

Mr. Hatu. No; that is at the election of the policyholder, sir. 

Senator Kerr. So whatever he does with that money does not deter- 
mine its character ? 

Mr. Hatz. That is true. 

Senator Kerr. If it is his money, he has the right to elect to receive 
it either in cash or usually to apply it on the purchase of additional 
insurance, or to reduce current premium, or to leave it there for 
accumulation with interest. 

Mr. Hatx. Generally, those are the four options. 

Senator Kerr. But it is determined first to be his money. 

Mr. Hauu. That is right, and I mean—— 

Senator Kerr. The manner in which he uses it would not fix its 
character, but merely be the result of his exercise of his option to 
determine what is done with it. 

Mr. Haz. That is correct, sir. I think the disposition that he 
chooses to make under his option is available to him- 

Senator Kerr. And does not 

Mr. Hatt. Would not alter the character. 

Senator Kerr. And does not change the character of the funds. 

Mr. Hau. No, sir. 

The Cuarrman. Are there any further questions? 

Senator Corron. No further questions, Thank you, Mr. Chairman. 

Mr. Hatz. Thank you. 

The Cuarmman. The next witness is Dr. Roy Moor of Williams 
College, Williamstown, Mass. 


STATEMENT OF ROY E. MOOR, PROFESSOR OF ECONOMICS, WILLIAMS 
COLLEGE, WILLIAMSTOWN, MASS. 


Mr. Moor. Mr. Chairman and members of the committee, my name 
is Roy E. Moor and I am a professor of economics at Williams College. 
For several years, I have been interested in the subject of the Federal 
income taxation of life insurance companies, and thought it might be 











642 TAX FORMULA FOR LIFE INSURANCE COMPANIES 


useful to you to have the comments of someone who is not associated 
with the life insurance industry. 

Most of the witnesses who have appeared before you on H.R. 4945 
have taken the position that this bill represents a significant improve- 
ment over prior law. I agree with that conclusion, although there are 
several modifications that might be made in the bill. A number of 
changes have been suggested by other witnesses, and I would like to 
address my remarks primarily to two of these proposed changes, 


A 5-year average earnings rate in computing reserve additions 


The most frequent suggestion has been for a reserve deduction based 
on the average rate of earnings obtained by each company during the 
5 years up to the taxable year. In other words, instead of using for 
tax purposes the actual reserve rate employed by each company— 
typically 21% percent for large mutual companies and 3 percent for 
small stock companies—it is proposed that the rate of return on in- 
vestments, which varies considerably but is now probably about 4 
percent on a per company average basis, be used in computing the 
reserve deduction. 

To analyze the effects of this suggested change, it is necessary to 
examine the method used by the companies in establishing reserves, 
Life insurance reserves are built up from two sources: premiums and 
investment income. The additions to reserves from these two sources 
are interrelated. For example, if an individual has an ordinary life 
policy with a face value of $1,000, any company will gradually increase 
the aggregate reserve against this policy so that, if the policyholder 
lives to be 100, the reserve will be $1,000. However, a small stock 
company would probably compound its reserve at 3 percent and a 
large mutual company at 21% percent. In this case, the stock company 
would add lesser amounts to reserves from premiums, its aggregate 
reserves would be lower, but they would be compounded more rapidly 
from investment income. Hence, when a policyholder is at age 100, 
the stock company would have the same $1,000 reserve as the mutual 
company which added more to reserves from premiums, had higher 
reserves, but compounded them by adding lesser amounts from invest- 
ment income. The proposed change in H.R. 4245 relates only to the 
deduction for additions to reserves from investment income. 

Under H.R. 4245 in its present form, the deduction for additions to 
reserves from investment income would be determined in the following 
way. There is a table on page 3, by the way, that you might follow 
as we go through this. 

A company would normally compute the average of its own reserve 
rate, for example, 214 percent or 3 percent, and its earnings rate, for 
example, 4 percent. Alternatively, in order to obtain a higher average 
rate, a company may substitute the average reserve rate in the industry, 
that is, between 214 and 3 percent, for its own reserve rate. Since the 
earnings rate will almost invariably be above the reserve rate used, 
the effect under the bill is to permit a higher reserve rate for tax pur- 
poses than the companies actually use. It is recognized that the higher 
the reserve rate, the lower the accumulated reserve base to which the 
rate is applied. Therefore, the bill provides a general rule that the 
actual reserves of a company must be reduced 10 percent for every 1 
percent increase in the reserve rate. 
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An example of the ———- of this rule is provided in table 1. 

If I may interpolate for a minute, if you assume a company had an 
earnings rate of 4.5 percent and they use the actual rate as indicated 
in the table of 2.5 percent, then the difference between the two would 
be 3.5 percent, and you can see the effect on the reserves to which that 
rate would be applied and also the addition to reserves as a result of 
the bill as it is suggested. 

If the earnings rate figure alone is adopted, you could add another 
line on that table which would show 4.5 percent, the reserves would be 
reduced to $800,000, and the addition to reserves would be $36,000 
rather than $31,500. 





TABLE 1 
Reserve rate | Reserves Addition to 
reserves 
Actual phe desminieceeneane’ srsesconacel SE Rated ; $1,000, 000 $25, 000 
For tax purposes hating aa sida ‘ .| 34% percent 900, 000 31, 500 
' 





It is evident that, under this adjustment, reserves are never reduced 
proportionately as much as rates are increased. Hence, the tax de- 
duction for additions to reserves from investment income will always 
be greater than the actual amount which a company adds to reserves. 
In effect, all companies will be able, under the bill as it now stands, 
to deduct as an investment expense more than they actually incur as an 
investment expense. 

The new proposal would raise the reserve rate for tax purposes even 
further by ignoring a company’s actual reserve rate and basing the 
reserve rate for tax purposes entirely on a company’s earnings rate, 
either for the current year or for the 5 years up to the current year. 
The reserve base would be reduced somewhat more as a result of the 
futher increase in rate, but the net effect would be a greater inflation 
of the tax deduction. The suggested change has been justified on sev- 
eral grounds by the companies. 

1, Conservative companies will be hurt relatively under the bill in 
its present form. 

A conservative company is presumably one which assumes a lower 
interest rate, and therefore has higher present reserves against policy 
claims. Actually, under H.R. 4245 as it now stands, a conservative 
company will already obtain two net advantages by comparison to 
less conservative companies : 

(a) Since its reserve rate is below the industry average rate, 2.5 
percent instead of 2.75 percent, it can substitute the latter rate in de- 
termining its reserve rate for tax purposes. In effect, therefore, the 
conservative company does not use its own actual reserve rate at all and 
is able te inflate its reserve rate for tax purposes solely because less 
conservative companies exist which serve to raise the industry’s aver- 
age rate. Moreover, the conservative company will have, even after the 
10 for 1 adjustment, a higher reserve base against which to apply this 
inflated rate than will the less conservative campany. 

A second way that a less conservative company benefits is that under 
step 2 of the bill, companies will be able to deduct, in effect, all of 
their actual additions to reserves from premiums. The conservative 
company adds more to reserves from premiums than a less conserv- 
ative company, and therefore gets a larger deduction. 
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The second justification for the proposal is that an actual rate 
should be used rather than an artificial one. 

Yet the rate which is proposed is not an actual rate, but rather an 
average rate. More importantly, the earnings rate is completely un- 
related to reserves. It will be determined by such factors as the 
investment returns on railroad bonds, A.T. & T. stock, and Govern- 
ment securities. Finally, the base to which the rate would be applied 
is wholly artificial, based on the 10 for 1 ratio, and hence the tax dedie 
tion would be artificial. For example, under the proposal, if the earn- 
ings rate of a company rises, this fret alone will mean an increase in 
the reserve deduction even though the weeny may have actually 
added less to reserves than in a previous yea 

A third justification for the proposal is that management decisions 
should not 5 allowed to affect tax liabilities. 

It is difficult to understand this reason, since management decisions 
do affect tax liabilities throughout four tax laws. Any businessman 
is derelict in his responsibilities if he does not consider tax conse- 
quences. If the insurance companies and the State insurance commis- 
sioners decide that certain additions to reserves are adequate, these 
should probably be considered adequate for tax purposes. However, 
it should also be noted that under H.R. 4245 in its present form, man- 
agement decisions with respect to reserves will affect tax liabilities 
only partially at most and not at all in many cases. The reason for this 
is that management decisions are reflected only in the actual reserve 
rate. Yet this rate is averaged with the earnings rate and may be 
entirely replaced by the industr y average rate. 

The second proposal that has been advanced before you, is appli- 
cation of policyholder dividends against taxable investment income. 

This concerns the treatment of dividend to policy vholders. 

Under the bill, taxable investment income is determined in the man- 
ner described above. Then, in effect, all profits from underwriting and 
other sources are determined by subtracting the taxable investment 
income from the total profits shown in the books of the companies. 
These total proflits are before dividends to policyholders. 

Incidentally, there is another table on the next page which is per- 
haps easier to follow in this respect. You take total investment income 
and subtract it from total profits before payment to policyholders. 

Then a full deduction is allowed against underwriting profits for 
dividends to policyholders. Fin: ally, the rem: ning unde ‘rwriting 
profits are divided in half, and one-half is added to the tax base. An 
example of these computations is provided in table 2 


TABLE 2 

1. Total profits, as shown in a company’s books, before dividends to 

policyholders__ peri aan Raa . $1, 000, 000 
2. Taxable investment income- ee Se ae 300, 000 
3. Total profits from underwriting, before policy dividends 700, 000 
4. Dividends to policyholders_____-.._.-__-- ’ 500, 000 
5. Total underwriting profits after policy dividends 200, 000 
6. Underwriting profits subject to tax (one-half of line 5)___- sud 100, 000 
7. Taxable investment income.._.............-_.___~ issiambabele no 300, 000 
8 ae Rameaieentadies lie acteate skate iad  saslencecaties ee 400, 000 
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Several of the largest companies have indicated dissatisfaction with 
this treatment. The reason for their complaint is that they may wish 
to distribute dividends to policyholders in excess of the computed 
total profits from underwriting, for example, the $700,000 in table 2. 
To follow out the hypothetical case in table 2, a company might wish 
to distribute $800,000 in dividends. This would be $100,000 more than 
the computed underwriting profits. Under H.R. 4245 in its present 
form, the company could, in this case, deduct $700,000 in dividends 
but could not deduct the additional $100,000 against taxable invest- 
ment income. The large mutual companies would like to amend the 
bill in order to deduct at least some portion of this $100,000. 

Several reasons are given in support of this proposed change: 

1. Dividends to policyholders are entirely price rebates. It should 
be noted initially that the bill in its present form assumes that divi- 
dends are price rebates up to the entire amount of net premivm in- 
come, that is, all profits stemming from premiums can be distributed 
back to policyholders taxfree. Therefore, the only question is 
whether policyholders dividends drawn from investment income are 
price rebates. ‘The answer seems to be clearly in the negative because 
the policyholders do not provide the income from which these divi- 
dends are drawn. The source of the dividends is income from third 
parties. In effect, the dividends are a return on an investment by 
the policyholders, exactly like a cash dividend to a stockholder in an 
investment trust. The policyholders are not taxed on these invest- 
ment returns and, therefore, it seems reasonable that the investment. 
income be taxed at the company level. 

The second justification for the proposal is that the entire amount 
of dividends to policyholders are necessary expenses that the com- 
panies are required to return to policyholders undiminished by taxes. 

No evidence has been presented before this committee that the 
companies are required by any law or contract to distribute certain 
dividends undiminished by taxes and it seems clear that there are no 
such requirements. 

A third justification is that taxation of investment income without 
reduction for dividends to policyholders will discriminate against 
those companies issuing participating policies. 

This statement would be true if it applied to dividends drawn from 
premiums, since premiums on participating policies are higher than on 
nonpar policies. But dividends related to premium income are fully 
deductible under the present bill. In other words, to the extent that 
premiums are inflated in anticipation of policy dividends, a dollar- 
for-dollar reduction in taxable income can be made as dividends are 
distributed. Also, under H.R. 4245, the net investment income of 
both companies on a participating and on a nonparticipating basis 
are taxed alike. Hence, there is no discrimination. The only cir- 
cumstance under which discrimination could occur with the present 
bill is if investment income were consistently at a different level for 
participating companies than it is for nonparticipating companies, 
This circumstance does not exist. Moreover, the proposed change 
would create a discrimination in favor of a few large participating 
companies, because these companies could obtain a deduction against 
investment income not obtainable by other companies. 
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Mr. Chairman, I recognize that the questions involved in H.R. 4945 
are extremely complex. I can only suggest in conclusion that, if the 
two proposals I have discussed are a opted, the bill will not prove 
to be permanent legislation and within a very short time the same 
questions will be back in this committee room to plague you again, 

The Cuarrman. Thank you, Dr. Moor. Are there any questions? 

Senator Curtis. I have one question. 

The Cuarrman. Senator Curtis. 

Senator Curtis. On page 6 you say the large mutual companies 
would like to amend the bill. 

Is it your contention that there are no small mutuals wanting this? 

Mr. Moor. No; the only reason I said that was because the testimony 
I had heard earlier, it was the larger companies that were presenting 
it. I frankly don’t know what companies would support it. 

Senator Curtis. That is all. 

Senator Kerr. Dr. Moor, did you say where Williams College is 
located ? 

Mr. Moor. Northwest corner uf Massachusetts, right in the heart 
of the Berkshires. 

Senator Kerr. Northwest corner of Massachusetts. Is there a town 
there ? 

Mr. Moor. Yes, sir; there is, although the college dominates it. But 
don’t put that in the record. [{Laughter. ] 

The Cuatrrman. Dr. Lent, you may proceed. 


STATEMENT OF GEORGE E. LENT, PROFESSOR OF BUSINESS 
ECONOMICS, DARTMOUTH COLLEGE, HANOVER, N.H. 


Mr. Lent. My name is George E. Lent, and I am professor of busi- 
ness economics at the Amos Tuck School of Business Administration, 
Dartmouth College. 

I am glad to have this opportunity to present my views on the so- 
called permanent formula for the taxation of life insurance companies. 
I speak as a policyholder and taxpayer and represent only myself. I 
am also an economist and have had tax-analysis experience in the 
Treasury Department and elsewhere including work in life insurance 
taxation. 

I should like to clarify, if possible, some of the principal issues 
raised by the life insurance tax bill: 


GENERAL 
Is the tax rise too steep? 

This bill would increase 1958 insurance company taxes 70 percent 
over the 1955 formula from $319 million to $545 million. Although 
the House bill makes a major breakthrough in taxing underwriting 
income for the first time since 1921, only $40 million of the tax increase 
is attributable to this source. The net increase in taxes on net invest- 
ment income is, therefore, $186 million, an increase of 58 percent. 

This is simply a measure of the expanding free investment income 
which has accompanied rising interest rates. Whereas free invest- 
ment income averaged about 15 percent of net investment income when 
the 1955 formula was adopted, it is now estimated at about 25 per 
cent—an increase of about two-thirds. The bill, therefore, calls fora 
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tax increase in this respect that is consistent with the higher free 
Se eattina income. Incidentally, the tax from this source would be 
roximately the same as under the 1942 formula. 
he taxation of so-called underwriting income under phase 2 is, of 
course, long overdue. 
Is the $500 million revenue goal a reasonable objective? 

The Treasury objective of $500 million obviously is an arbitrary 
round figure used for budgetary. purposes and should wd dic ‘tate the 
formula “used for tax liabilities in 1958 or any other year. The tax 
formula adopted should be guided by generally ‘accepted a principles 
that will require the insurance business to pay its fair share of the cost 
of government without impairing its own financial soundness. 

What should be the objectives of life insurance taw policy? 

I believe that equitable tax treatment of life insurance should be 
guided by the following objectives : 

(a) Substantial parity of taxation with savings income from com- 

ting sources. 

(6) Substantial equality with the tax treatment of income from 
ere lines of business. 

(c) Preservation of competition between different forms of organi- 
zation such as mutual and stock companies. 

(d) Substantial equality of tax treatment of profits realized by life 
insurance companies and other businesses operated for a profit. 

(e) Tax parity among insurance companies that follow different 
policies with respect to interest, reserves, and other matters. 


PHASE 1——-NET INVESTMENT INCOME 


Does the prese nt bill discriminate against income from insurance 
savings? 

Proceeds of policies paid at death are specifically exempted from 
income tax. Therefore, under present law, the interest income earned 
by a policyholder on his life insurance savings would escape Federal 
taxation if the life insurance company itself were not taxed. 

Net investment income is the only proper measure of policyholders’ 
taxable income that is generated by life insuranc e companies. For 
1958, the bill provides for the t tax: ition at only 25 percent of this income 
at the corporate tax rate of 52 percent. The effective tax rate on net 
investment income, therefore, would average only 13 percent. This 
eontrasts with Federal income tax rates of up to 91 percent on income 
from other forms of investment, including interest on deposits in mu- 
tual savings banks, savings and loan associations, Government. bonds, 
and other investments. 

Federal income taxes are properly levied independently of State 
taxes, but generally allow a deduc tion for them in calculating taxable 
income. This is the case of State taxes on insurance. Moreover, 
these State taxes are assessed on premiums as a form of excise tax 
and do not apply to interest. income taxed by the Federal Government. 


Does the bill threaten the solvency of life insurance companies ? 


A life insurance company’s business is essentialy involved with the 
issuance of long-term contracts. Its liabilities consist of fixed mone- 
tary obligations under these contracts that are unaffected by price- 
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level changes. The policyholder has a relatively fixed commitment, to 
pay premiums or default on his insurance policy. Funds, therefo 
flow into the insurance company with great regularity. Expenses 
tend to follow broad trends rather than fluctuating widely from year 
to year. In the words of Haughton Bell, vice president of the 
Mutual Life Insurance Co. of New York: 

It is * * * fair to say that, from a financial standpoint, probably the out- 
standing characteristics of life insurance companies as a class are the long. 
term nature of the business and the regularity and evenness of the flow of 
funds in and out of the companies. 

In the last 50 years, there have been only two periods of abnormal 
demands on insurance companies: the “flu” epidemic of 1918 and the 
wave of policy loans and surrenders that occurred during the great 
depression. But even in these two periods, the inflow of funds was 
more than sufficient to offset the outgo. For example, in the worst 
year, 1933, the cash receipts of 45 large companies were approxi- 
mately double their cash disbursements for that year. It is possible, 
of course, that some smaller inadequately financed companies may 
find themselves in difficulties. But the greatly increased role of the 
Government in the Nation’s economy since the 1930's virtually pre- 
cludes the recurrence of another great depression. 

It has also been claimed that adverse market conditions impair 
company surpluses. This is largely a PoE ne matter. Since 
the life insurance business is involved with long-term contracts, 
temporary declines in the market value of their securities—reflected 
in a writedown of assets and surplus—do not affect their ability to 
meet liabilities. Although writedowns in the value of their corporate 
securities averaged as high as 5 percent during the great depression, 
actual losses were in the neighborhood of only 2 percent. Declines in 
the market value of Government securities are of significance only 
if a company is being liquidated. 


Does the bill give proper recognition to tax-exempt income? 


The bill completely excludes tax-exempt income from net investment 
income. However, in allowing a reduction from net investment in- 
come for interest on policyholders’ reserves, it reduces this deduction 
by an appropriate amount of tax-exempt income already excluded. 
The net effect of this adjustment is to prevent a double deduction for 
tax-exempt income. 

Since the interest deduction averages about 75 percent of net in- 
vestment income, about 25 percent of all income is subject to tax as 
free investment income. Interest on State and local obligations is, 
therefore, exempt from the average 13 percent effective tax rate to 
which all other income is subject (25 percent times 52 percent). 

This rate of 13 percent is almost double the 7.8 percent effective rate 
under the 1955 bill. Life insurance companies would, therefore, re- 
ceive an increased premium on municipal securities already owned. 
Moreover, contrary to claims, they would be given an even greater 
incentive than they have had to buy tax-exempt securities in the future. 

In time, a double deduction for tax-exempt interest would seriously 
undermine Federal income taxes from this source. A 52 percent cor- 
porate tax rate would give insurance companies a tremendous incen- 
tive to buy tax exempts and make it possible for companies to escape 
Federal taxes entirely. They now own about $2.7 billion out of about 
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$60 billion State and local obligations outstanding and could readily 
increase their holdings to the point where such income equals 25 
percent or SO of their net investment income. Some companies are 
already near this point. 

Contrary to many statements, the Supreme Court has not ruled on 
the constitutionality of Federal taxation of State and local obliga- 
tions since the income tax amendment was adopted in 1913. This was 
in the Pollock decision of 1894. (The National Life Insurance Co. 
case was not decided on this point.) 

In recent years, the Supreme Court has shown a disposition to 
remove intergovernmental tax immunities, so long as no discrimina- 
tion is involved. (See, for example, Helvering v. Gerhardt, 304 
U.S. 405 (1938).) 

In fact the present treatment is consistent with the treatment of 
tax-exempt interest since 1942, and the companies have not challenged 
it. 

Allowance of a double deduction would greatly disrupt the insur- 
ance company market for U.S. Government bonds, which has only 
recently been stabilized at around $7.3 billion. At a full oT tax 
rate, the companies would shift out of Governments anc corporate 
securities in favor of municipals. This was the experience following 
the National Life Insurance Co. decision and has been the recent 
experience of fire and casualty insurance companies. 


Does the tax on investment income preserve competition between 
mutual and stock companies? 

Both stock and mutual companies are taxed on all their free in- 
vestment income. Here the basic question is whether investment 
income distributed by mutuals to policyholders as dividends should 
not properly be included in the tax base. 

As indicated above, the inclusion of all free investment income, 
before reduction by dividends, is essential to reach fully interest that 
would otherwise escape tax in the hands of policyholders. 

But the full inclusion of such investment income is also essential to 
the equalization of tax on stock and mutual companies. As shown 
in the report of the Ways and Means Committee, the treatment ac- 
corded policyholder dividends greatly influences the distribution of the 
total tax burden between mutuals and stock companies. If the tax 
were limited to gains from operations (including net investment 
income) after dividends, the stock companies would pay approxi- 
mately 42 percent of the total tax. On the other hand, largely Galaene 
of the bill’s treatment of investment income and policyholder divi- 
dends, the stock companies will pay an estimated 28 percent of the 
total tax. 


PHASE 2-——-UNDERWRITING GAINS 


The second step is intended to reach underwriting gains with an 
estimated tax of $40 million for 1958. 

Is the tax on underwriting gains adequate? 

Since stock companies are estimated to pay a tax of only $28 million 
under this phase, it seems apparent that the new formula does not 
fully reach their underwriting income. This conclusion could be 
confirmed by a company-by-company comparison of tax liabilities in 
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relationship to gains. Because of their dividend policies and the tax 
treatment of net investment income, mutual companies cannot be 
expected to pay much tax under this provision. 

Two major weaknesses of this provision explain the inadequate tax 
on stock companies. One is the fact that only one-half of under. 
writing gains are subject to tax. The other is the special deduction 
equal to 10 percent of the annual increase in reserves on nopartici- 
pating policies (other than group and annuity). 


Why should underwriting gains be taxed? 


Since 1921, underwriting profits of stock companies have been com. 
pletely exempt from taxation. In this respect, they have been unique 
among all corporations operated for a profit. 

Partly because of substantial increases in mortality gains, the 
owners of insurance companies have enjoyed a rise in the value of 
their stocks almost without parallel. For example, the stocks of 19 
companies included in a recent survey showed an aggregate apprecia- 
tion of more than 10 times since 1948, with most of the gain realized 
prior to 1956 (The First Boston Corp., Data on Selected Life Insurance 
Stocks (1958) ). 

Underwriting gains have come into increased prominence with the 
rapid development of short-term contracts involving little or no 
reserves. For example, group and credit life insurance in force has 
increased from about 13 percent of total insurance in force in 1940 
to about 34 percent in 1957. Their relative freedom from taxation has 
undoubtedly stimulated the development of these low-reserve forms 
of insurance, and many specialty companies such as those selling 
credit life insurance have been formed to take advantage of their 
tax exemption. 


Does the taxation of underwriting gains penalize stock companies? 


Some stock companies maintain that taxation of their profits places 
them at a competitive disadvantage with respect to mutuals. This 
allegation cannot be supported in theory or practice. 

The profits of the insurance business, as of any business, represent 
the excess of income over costs. If stock companies were not success- 
fully competing with mutual companies, they would not be able to 
realize the substantial profits earned in the past. A tax on their 
profits (or gains) would impinge only on the excess of revenue over 
policy costs and not on the cost of insurance itself. The incidence 
of the tax on underwriting gains, therefore, would be on stockholders 
and not on policyholders. 

Taxation of stock company gains would close an important tax gap 
and place investment in the insurance business on the same competitive 
level with banks and other competing types of business. 


W hat is the justification for taxing only one-half underwriting gains? 
A 50-percent reduction of underwriting gains is made because of 
the claim that it is difficult to establish the annual income of life 
insurance companies with certainty. 
This view conflicts with the high degree of predictability that lies 
at the heart of life insurance. The fundamental basis for this cer- 
tainty is well stated by Haughton Bell: 


There has been a vast amount of statistical material accumulated and tabulated 
on mortality and morbidity expectancy for every age, physical condition, and 
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occupation, and on other demands such as for loans and cash values. In 
actual experience, this material has proved so reliable that it fully supports the 
view that unless some major catastrophe not heretofore experienced in this 
country should befall * * * liabilities will be incurred only within very regular 
and predictable patterns (Taxation of Life Insurance Companies, Committee on 
Ways and Means, House of Representatives, 1954, p. 205). 

Moreover, short-term contracts permit considerable flexibility in 
the adjustment of rates to changing operating costs, investment yields, 
and mortality experience. This is particularly true of specialty insur- 
ance companies, that have been realizing such substantial profits. It 
is significant in this connection that profits of casualty insurance com- 
panies are taxed in full. Since life insurance companies write more 
than 80 percent of all health and accident insurance in the 1 nited 
States, preferential treatment of their underwriting profits from this 
source would not appear to be justified. 

Incidentally, in this connection I would suggest that the definition 
of a life insurance company be reexamined. It is now based on the 
percentage of reserves of a company devoted to life insurance, and 
not on the basis of premiums, as I think it probably should be. 

Finally, the tax laws permit taxable earnings to be averaged over 
a period of 9 years, with a 3-year carryback and a 5-year carryforward 
iF cnerating losses. This provision should give adequate recognition 
to possible adverse years. 


What is the justification for tax-free additions to surplus 9 


In addition to the taxation of only half their underwriting gains, 
stock companies are given a special deduction equal to 10 percent of 
their annual increase in reserves on nonparticipating policies (other 
than annuities and group insurance). According to the House report, 
this allowance is intended to provide a cushion against the fixed pre- 
mium margin on nonparticipating policies similar to that available to 
mutual companies. 

The effect of this provision is to permit stock companies to build 
up, tax free, surplus equal to 10 percent of their policy reserves, and 
thereby enable some companies virtually to escape tax on their profits. 
The unusual tax savings thereby made possible are not warranted by 
the nature of life insurance. The margin realized on insurance opera- 
tions—or profits—should itself provide adequate financial protection, 
as in the case of other businesses. 

Life insurance companies, in fact, have a built-in protection in the 
mortality tables used. The margin for protection is evidenced by the 
progressive reduction that has taken place in the death rate among 
policyholders due to rising living standards and medical advances. 
In the 1930's, for example, the average death rate was 7.5 per 1,000 
policyholders; by the 1950’s through 1957 the average death rate 
declined to 6.1 per 1,000, a reduction of about 19 percent. Continued 
improvement in life expectancy should continue to improve the odds 
on the risks assumed by life insurance companies. 


PHASE 3-——TAX UPON DISTRIBUTION 


Phase 3 provides that any income distributed to stockholders in 
1959 and later years out of the untaxed portion of income subject to 
tax in phase 2 shall b> su'yeet to income tax. This income is also 
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taxed if the cumulative amount exceeds 25 percent of reserves or 
60 percent of premiums, whichever is higher. 
Is this provision realistic? 

This tax on distributed earnings will give a powerful incentive to 
retain rather than distribute earnings. Even under present law, stock 
companies generally follow conservative dividend policies. For ex. 
ample, in 1957 only 4 of 21 stock companies studied distributed more 
than one-third of their operating gains, after tax, and none distributed 
as much as one-half. The average distribution was 24 percent (First 
Boston Corp., op. cit.). 

The limits established by the bill to “trigger off” the tax on undue 
retentions are generously high. And only in exceptional cases are 
they likely to be effective. 

In view of the above considerations, I urge you to strengthen H.R. 
4245 so the life insurance industry will contribute its fair share of the 
Federal Government’s pressing revenue needs. 

The Coarrman. Thank you, Doctor. 

Are there any questions ¢ 

Senator Kerr. Where is Dartmouth College, Doctor ¢ 

Mr. Lent. Dartmouth is located in a quiet little town 5 miles above 
Lebanon, N.H., where Senator Cotton resides. 

Senator Kerr. Did you say a quiet little town where Senator Cot- 
ton resides? [Laughter. ] 

Thank you. 

The Cuarrman. Are there any questions ¢ 

Senator Corron. Mr. Chairman, I would not ask this question ex- 
cept for the fact that my name was brought into it, although I am 
happy to welcome my neighbor here to this hearing. 

Doctor, in your statement where you are enumerating the objectives 
of life insurance tax policy, under (6) you say: 

Substantial equality of treatment of profits realized by life insurance com- 
panies and other businesses operated for profit. 

You do not limit the other businesses to other forms of savings, 
such as savings banks and building and loan associations? You mean, 
as a public policy, that life insurance should be treated the same as 
all profit corporations ? 

Mr. Lent. My position is that they should be fully taxable on 
their net operating gains or profits on a comparable basis with other 
business corporations operated for a profit; yes, sir. 

Senator ene That is, you do not feel that in a society where 
we are seeking to encourage savings, where society as a whole has a 
certain stake in people providing for their dependents and provid- 
ing for their old age, that there is at least some slight element of 
public policy involved in dealing with and encouraging this form of 
saving ? 

Mr. Lent. I am not at all sure this has any relevance to savings. 
When I speak of the profits of life insurance business, I am thinking 
of the profits of a stock company, the tax on which, of course, is on the 
stockholder’s profits and not on the policyholder’s savings. 

Senator Corron. So that on (6) on page 2, the flat statement that 
you make about substantial equality of tax treatment of profits, you 
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had reference to stock companies rather than to all insurance com- 
anies ¢ 

Mr. Lent. That is correct, sir. 

Senator Corron. Just one other thing. I w: and prob- 
ably other members of the committee who have been here longer than 
I have would not feel the need to have this elaborated on—by your 
interpolation about reex: mining the definition of “life insurance.’ 

Senator Kerr. Of a life insurance company. 

Senator Corron. Ofa life insurance company. 

Would you care to explain a little more fully to me your suggestion ? 

Mr. Lent. I am not certain of the correct phrasing in the law, but 
generally companies operating life insurance business—— 

Senator Kerr. Here is the definition in the bill, Doctor, if you 
would like to have it. 

Mr. Lent. Let me read vou the definition as it is now stated in 
section 801: 





Life insurance company defined: For purposes of this subtitle, the term “life 
insurance company” means an insurance company which is engaged in the busi- 
ness of issuing life insurance and annuity contracts, or noneancellable contracts 
of health and accident insurance, if— 

(1) its life insurance reserves, plus 
(2) unearned premiums and unpaid losses on noncancellable life, health, 
or accident policies not included in life insurance reserves. 
comprise more than 50 per centum of its total reserves. 

In other words, if 50 percent or more of the reserves of a company 
consist of life insurance reserves and unearned premiums or noncan- 
cellable policies, it is classified as a life insurance company and taxed 
as a life insurance company rather than as some other business. 

If it crossed over that line, let us say, and its total life insurance 
reserves were only 49 percent, it would be subject to tax like other 
corporations on its entire taxable profits. 

Senator Corron, Your suggestion to substitute would be, as you 
sx'd, on a basis of premiums. 

Mr. Len’. My suggestion is that the committee reexamine this 
definition and give consideration particularly to the classification on 
the basis of premiums paid. 

Senator Corron. W hy’ Why would that be a more logical and 
just test ? 

Mr. Lent. Well, relatively little reserves are involved in the issu- 
ance of many types of nonlife insurance policies such as cancellable 
accident, casualty, health, and so forth. 

Some life insurance companies have a substantial amount of this 
business, and if they were a stock company and classified as a casualty 
business, they would be fully taxable on their corporate profits. 

Now, with the development of short-term life insurance such as 
term, group life, credit life, and similar types of policies involving 
little or no reserves, I think that a more realistic measure for the 
classification of a life insurance company should be premiums, rather 
than reserves. 

Senator Corron. Just one more question. Would not the substi- 
tution of the formula you suggest have a tendency to remove - in- 
centive that is now present to keep insurance companies sound and 
solid with sufficient reserves? Is there any danger of that changing? 

Mr. Len. I have stated my position on the soundness and solvenc y 
of life insurance companies in my statement. 
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I think that many companies are, perhaps, cloaking their other 
nonlife insurance operations with life insurance business for which 
they get special tax treatment. 

Perhaps, ideally, we should separate out other types of business 
and tax them separately from their life insurance operations, and I 
think that the accounting methods of insurance companies today 
would permit that separation. 

Senator Corron. You have anticipated my next question. I was 
going to ask you if that would not, perhaps, be a better approach. 

Thank you, Doctor. Thank you, Mr. Chairman. 

The Cuarrman. Thank you, Doctor. 

Any further questions ¢ 

Senator Corron. No. 

The CuatrmMan. The next witness is Mr. Vester T. Hughes of the 
American Life Insurance Co. of Alabama. 

Senator Kerr. Mr. Chairman, at this point, I would like to put in 
the record a copy of a letter which I addressed to a previous witness, 
Mr. Manton Eddy, vice president and secretary of the Connecticut 
General Life Insurance Co. of Bloomfield, Conn., and his answer, 

(For reference to testimony of Mr. Eddy see p. 476.) 

The Cuatrman. Without objection it may be inserted. 

(The document referred to follows :) 

MARCH 17, 1959. 
Subject: Taxation of insured pension plans. 
Mr. MANTON Eppy, 
Vice President and Secretary, 
Connecticut General Life Insurance Co., Bloomfield, Conn. 

Dear Mr. Eppy: With reference to your testimony before the Senate Finance 
Committee this morning, I would appreciate it if you would submit in writing 
answers to the following questions: 

(1) What interest rate does Connecticut General need to earn on its reserves? 

(2) What interest rate did Connecticut General earn in 1958? 

(3) What becomes of the difference between the interest you earned and the 
interest you had committed yourself to earn on your reserves? 

(4) Suppose your company earned a profit under a pension plan. Would this 
profit be exempt from taxation under the terms of H.R. 4245? 

I fee] that the answer to the above questions will help complete the record in 
connection with this important phase of the bill and I would appreciate a response 
at your earliest convenience. 

Sincerely yours, 


Rosert S. KERR, 


CONNECTICUT GENERAL LIFE INSURANCE CO., 
Bloomfield, Conn., March 18, 1959. 
Hon. Rosert S. Kerr, 
U.8. Senate, Washington, D.C. 

Dear SENATOR Kerr: I am glad to submit answers to your questions outlined in 
your letter of March 17. 

(1) What interest rate does Connecticut General need to earn on its reserves? 

The average rate of interest which Connecticut General has assumed under its 
insurance and annuity reserves is 2.6 percent. 

(2) What interest rate did Connecticut General earn in 1958? 

The rate of interest which Connecticut General earned in 1958 on its assets 
was 3.89 percent. This is the rate of interest earned after deducting all invest- 
ment expenses but before paying the Federal income tax. We estimate that if 
H.R. 4245 is applicable to 1958 operations, the rate of interest earned after 
expenses and after taxes will be 3.28 parcent. 

(3) What becomes of the difference between the interest you earned and the 
interest you had committed yourself to earn on your reserves? 
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The interest we assume on our reserves is the amount of interest which must 
be added to our reserves for solvency purposes. However, in handling group 
pension funds we credit to the funds an amount of interest which is approximately 
the earned interest rate after taxes. 

In 1956, Connecticut General earned on its assets an interest rate of 3.59 
percent before taxes. The rate after taxes was 3.27 percent. We credited to 
our group pension funds that year 3.26 percent. If there had been no tax on the 
investment income of these pension funds, we would have credited approximately 
the full rate of 3.59 percent. 

In 1957 Connecticut General earned on its assets an interest rate of 3.59 percent. 
The rate after taxes was 3.32 percent. We credited to our group pension funds 
that year 3.39 percent. If there had been no tax on the investment income of 
these pension funds, we would have credited approximately the full rate of 3.59 

reent. 

While we do not know the precise figures for 1958 it is clear that if the pension 
relief, as provided eventually under H.R. 4245, is made effective on an immediate 
basis for 1958, we will be able to and will credit to our group pension funds for 
1958 an amount of interest approximately one-half of 1 percent greater than 
would be the case if the tax relief had not been granted. 


(4) Suppose your company earned a profit under a pension plan. Would this 
profit be exempt from taxation under the terms of H.R. 4245? 

If our company earns a profit under a pension plan this profit is included in 
the net operating gains that are subject to taxation under the terms of phase 2 
and phase 3 ef H.R. 4245. 


Iam at your disposal if I can be of further service. 
Sincerely yours, 
MANTON Eppy, 
Vice President and Secretary. 


The CHamMan. You may proceed, Mr. Hughes. 


STATEMENT OF VESTER T. HUGHES, JR., REPRESENTING AMERI- 
CAN LIFE INSURANCE CO., BIRMINGHAM, ALA. 


Mr. Hugues. Mr. Chairman and members of the committee, my 
name is Vester T. Hughes, Jr., and I am an attorney engaged in the 
private practice of the law in Dallas, Tex. 

I am here representing American Life Insurance Co. of Birming- 
ham, Ala. A majority of the stock of this company is owned by resi- 
dents of the State of Texas. 

I ask your permission, Mr. Chairman, to file the written statement 
which has been prepared in this matter, but I would like to summarize 
this statement, in the interest of time. 

The CuatrmMan. Without objection the entire statement will be in- 
serted in the record. 

Mr. Hucues. American Life Insurance Co, is a relatively small 
stock company with approximately 740 shareholders most of whom 
live in the South or Southwest. 

The company has approximately $24 million in assets. 

In the year 1958 this company entered into a transaction which is 
somewhat unusual in life insurance business. For many years it had 
written what is commonly known as industrial insurance, that is in- 
surance on which the premiums are collected weekly by agents. 

It had between $80 million and $90 million of this weekly premium 
insurance, and during the course of the years had spent what is esti- 
mated to be $22 million in generating this business—puting it on the 
books. 

Over and above the $22 million estimated to have been expended 
directly, there was some $3,200,000 which represented the reserve 
liability on this insurance. 
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I would like to say at this point, Mr. Chairman, that these figures 
are estimated because we had no reason to know the exact figures 
until the time of this bill. It was only a business matter. 

Over against this we had premium income from such business estj- 
mated at about $18 million, 

The business was transferred in four separate transactions to other 
companies interested in acquiring industrial business for a total con. 
sideration of $3,400,000. 

This means that the loss that American realized in 1958 upon the 
closing of this transaction was approximately $3,800,000. 

My reason for being here today is the lack of clarity of H.R. 4245 
with regard to the tax treatment to be accorded such a transaction, 

I am of the opinion that this sale should and will be treated ag q 
capital transaction. It was a sale of an entire department, which jn- 
cluded the sale of all of the policies, almost $90 million in the face 
amount, the sale of furniture and fixtures, the transfer of the person. 
nel who carried on the industrial business, and the transfer of all the 
records relating to the business. For this reason it seems to me the 
transaction has all the earmarks of a capital transaction. 

If that is the case under the bill as presently written there is no 
tax. And there is no deduction for the loss incurred. 

On the other hand, because of the new concepts relating to income 
and in particular to capital gains transactions, contained in various 
parts of the bill—I am referring particularly to section 802 and to 
subsections (a), (b), and (c) of 817—we think there is some possi- 
bility that this bill might be interpreted to give rise to an income tax. 

Thus if the transaction were not treated as a capital transaction, 
the tax would come about as follows—there would be income to the 
extent that reserve requirements were decreased—we transferred our 
policies, and the reserves covering the policies were no longer re- 
quired; there would be a corresponding and offsetting deduction to 
the extent of assets which were transferred—since assets equal to these 
reserves were in effect transferred, this would be an offset; but in 
addition to this, as I have stated before, we received $3,400,000. 

Thus, if this transaction were taxable, it would generate a tax of 
roughly $884,000. 

On the other hand, as I have stated before, we estimate our loss to 
be $3,800,000. We think that it is inconceivable that under the tax 
laws there should be some doubt that a transaction giving rise toa 
loss of almost $4 million would generate a tax of $584,000. 

lo show you how important that is to our particular company, a 
tax of that magnitude would be roughly, not quite, 4 percent of our 
total assets. 

You gentlemen may be wondering what can be done about this 
matter or what caused it. If this possible interpretation of the statute 
were adopted, and the transaction did give rise to ordinary income, it 
would be the result of the whole approach of the bill in changing the 
accounting principles which relate to the taxation of life insurance 
companies. 

As to the specific solution, we have set out five possibilities in the 
prepared statement which has been made part of the record, and sug- 
gest those for your consideration, depending upon how far the com- 
mittee cares to go into this general subject of the transfer of an entire 
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life department or of the transfer of the policy itself. Of course, this 
isa relatively rare type of transaction. 

The first of the possible methods of treatment suggested is to make 
it clear in the bill that a 1958 transaction of this kind does not give 
rise toa tax. It would leave the matter open for future years. 

As I say, in the future I think it probably will be interpreted to 
give rise to the treatment accorded a capital transaction. 

The second possibility is to make it clear that any such transac- 
tion as this gives rise to capital gains treatment in the future, as well 
as for the year 1958. 

The third possibility is to state that it gives rise to no tax, but to 
allow a capital loss carryover. We did actually realize a loss esti- 
mated to be $3,800,000. 

The fourth possibility is to take the approach of operations in- 
come and give an operations deduction. This, of course, we would 
like, because it would give us a deduction or operations loss carryover, 
of some $3,800,000, but we realize the practical difficulties of going 
back into the records and reconstructing the expenses that were in- 
curred in putting the business on the books. 

The fifth alternative would be to treat it as an operations item but 
allow a deduction only up to the extent of any income which would 
be generated on the corresponding income side of the transaction. 

uichever of these possible approaches the committee might see 
fit to take, of course, depends, as I said before, on how much detail 
the committee wants to go into with respect to the matter of what 
happens, not when you reinsure in the sense of reinsurance ceding, noi 
when you split risks, but when you dispose of entire policies or when 
you dispose of an entire department. 

In this regard, I would like to suggest that the report, at least— 
perere the bill itself—clarify the definition of “reinsurance ceded”, 
and of “assumption reinsurance.” 

The House report indicates that when the term “reinsurance ceded” 
is used, you are speaking only of risk splitting. 

However, for certain life insurance purposes, a transaction of this 
kind might be called reinsurance ceding, although under the House 
report, the drafters of the bill would have called the sale of a life 
insurance contract—complete disposition of it—assumption reinsur- 
ance, 

What I am asking of this committee on behalf of American Life 
is an amendment that will at least make it clear that a transaction 
like the one American entered into in 1958 does not cause a tax. 

The sale of a life insurance department would not have caused the 
imposition of a tax under the 1942 act. It would not have resulted 
in a tax under the stopgap rules. 

So far as we know, nothing had been proposed at that time of sale 
which would indicate that a sale of this kind would generate a tax. 

It is indeed a bizarre result when a transaction that causes a loss 
of almost $4 million could cause a tax of almost $900,000. 

We have in our prepared statement suggested additional language 
for one of the subsections of section 802 of H.R. 4245. 

_ Our suggested addition would only make it clear that a sale of life 
insurance, whether a department or a policy, during the year 1958 
does not give rise to a tax. 
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After all, this was a business decision that. was entered into without 
reference to the tax consequences, because under the tax laws, at least 
the tax laws we knew of, there would have been no tax. With respect 
to future transactions, the proposed amendment would leave that 
open ; it would leave the same doubt. 

I believe that your staff will agree with me that the matter is not 
clear. As stated before, if H.R. 4245 is not changed and the assertion 
were made that we owe a tax as a result of this transaction—I be- 
lieve I can win the matter if it is taken to court. 

But we believe that the legislation should leave no possible doubt— 
we believe that it should be changed in whatever way may be neces- 
sary to make it abundantly clear that we do not have to litigate the 
matter—to make it clear that a transaction of this kind which gave 
rise to a loss does not at the same time generate an additional tax, 

Thank you. 

The Cuarrman. Thank you. 

Are there any questions? 

Senator Kerr. Yes. 

The Cuarrman. Senator Kerr. 

Senator Kerr. Can you tell the committee what your tax liability 
would be under existing law, which is the 1942 Act? 

Mr. Huaues. I have the company’s actuary with me, and he can 
probably tell better than I. This is Mr. John Gilchrist. 

It would be around $12,000 or $13,000, Mr. Gilchrist tells me. 

Senator Kerr. What would it be if the stopgap put into effect for 
1957 were carried over and made effective for 1958 ? 

Mr. Hucues. It would be around $9,000, Mr. Gilchrist tells me. 

Senator Kerr. But if H.R. 4245 is enacted and interpreted as you 
fear it might be, it would create how much of a tax liability? 

Mr. Hucues. Approximately $884,000. As I said before, that is 
almost 4 percent of the company’s assets. 

- Senator Kerr. In other words, then your position is that because 
of the fact that you would not owe in excess of $12,000 or approxi- 
mately $12,000 taxes under existing law, which is the 1942 act, was 
during the year and still is, and in view of the fact that you would 
have owed $9,000 or $10,000 in taxes had the Congress seen fit or if 
it does see fit to make the law applicable in 1952 applicable to 1958, 
and since there was no way that you could possibly have known when 
this transaction was made that legislation was contemplated that could 
result in a situation in which you fear might result if H.R. 4245 is 
enacted, it is your position that to bring such a situation about would 
be a retroactive taxation by the Congress of your company of $800,000 
or $900,000 not on profit but by reason of a transaction which actually 
entailed a loss? 

Mr. Hucues. Yes, sir. 

Our position is exactly the way you state it, that any time a loss 
transaction could give rise to a tax and thus make the loss not $38 
million but make it $4.6 million, if you add the tax to it, any time that 
could happen the situation should be reexamined, but all the more so 
when you could not possibly predict such a possibility under anything 
that had been proposed, at least anything which we knew about. 

Senator Kerr. I think your position is sound that if existing law 
could bring about such a situation it should be reexamined; but to 
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enact a law which retroactively would bring about such a situation 
would seem to be much less justified than the continuation of a law; 
although effective at the time, which would have produced such a 
result. 

Mr. Hucues. Yes, sir. 

Senator Kerr, if we had known there was any possibility of this, 
undoubtedly we would have taken a different approach. 

Senator Kerr. You would not have made a deal. 

Mr. Hucues. We would not have made the same deal. 

Senator Kerr. If you knowed the road, you wouldn’t have went. 
[Laughter. | 

The CHAIRMAN. Mr. Hughes, the committee will ask the staff to 
make an investigation. 

Senator Curtis. Mr. Chairman, if I may ask a question, was the 
purchaser of this department related in any way to the American Life 
Insurance Co. ? 

Mr. Hucues. No, sir. There were actually four purchasers. The 
business was from an area of several States, and the purchases bought 
the industrial business related to their geographical area. They 
wanted to fit it in with their business. 

Senator Curtis. They were clearly stranger purchasers ? 

Mr. Hueues. Yes, sir. 

Senator Curtis. How long did that department run ? 

Mr. Hvucues. I do not know. Most of the losses had come about 
since 1952. The company was established, if my memory is correct, 
in 193 

Senator Curtis. You do not know what the average length of time 
the policies transferred had been in existence ? 

Mr. Hucues. No, sir. But I would think that they had been in 
existence for a comparatively short time because otherwise there 
would have been the possibility of more premium income to have 
offset it. There are some well-known figures on what it takes to gen- 
erate industrial business. 

I think the industry generally takes some figure in the range of 50 
to 100 times the weekly premium, which would indicate in this case 
quite a bit of this business had been put on the books in the last 3 to 

5 years. 

‘Senator Curtis. Had you retained the department but if you would 
have written no more insurance, would you ultimately have sustained 
a loss? 

Mr. Hucues. That is hard to say. We thought that the possibility 
of making any money on the deal or that the possibilities of making 
any money on industrial insurance were sufficiently slim that we had 
to either keep on selling industrial insurance or get out of it alto- 
gether. I do not believe that the possibility of just letting it run out 
was considered; the possibility of just letting it run out is what you 
have in mind, I take it? 

Senator Curtis. Yes. 

Mr. Huaues. I do not believe that was considered, but whether or 
not we would have made money I do not know. 

I take it that would depend in large measure on the number of can- 
cellations, how many policies lapsed. 
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Senator Curtis. But you took a loss on the sale because you 


Spent more money securing insurance than you had taken in jp 
premiums ? 


Mr. Huaues. Yes, sir. Now that is almost always true in the be. 
inning of any insurance business. But it had been the situation here 
or a long enough period of time so that businesswise it seemed on} 
appropriate to get out of the business, so to speak; in this department 
there was almost $90 million of life insurance in force, and it was the 


business judgment of our people that we should get out of the industria] 
business. 


Senator Curtis. That is all, Mr. Chairman. 
(The prepared statement of Mr. Hughes follows:) 


STATEMENT ON BEHALF OF AMERICAN LIFE INSURANCE Co. BY VESTER T. 
HvuGHEs, Jr. 


American Life Insurance Co. is a life insurance corporation organized under 
the insurance laws of the State of Alabama. It is a relatively small stock com. 
pany with home offices in Birmingham, Ala. At the present time there are ap- 
proximately 740 stockholders, most of whom live in the Scuth or Southwest. As 
of the end of 1958, the company had $211,215,232 of life insurance in force. This 
includes $55,941,798 of new business put on the books during 1958, which shows 
that American is an active and growing company. ‘The total assets of the con- 
pany at the end of 1958 including policyholders’ reserves, amount to $24,181, 
478.43. Of course, these figures show that this is one of the country’s smaller 
life insurance companies. 

During 1958 American Life disposed of its entire industrial department. Life 
insurance in this department consisted of policies of a face amount usually less 
than $1,000 and on which premiums are collected weekly by agents, together 
with other policies serviced by such agents. This business was operated as a 
separate department of American Life and because of extensive losses on this 
business, it was determined that the entire industrial department should be 
disposed of. 

The industrial department consisted of nearly $90 million of life insurance in 
force, reserves applicable thereto, furniture and fixtures, and other miscellaneous 
tangible and intangible properties. Over the years American Life Insurance Co. 
and its predecessors incurred costs estimated to be $22 million (over and above 
reserves) in generating such business, whereas, the total premium income dur- 
ing that time from such business appears to have been around $18 million. The 
exact figures have not been ascertained since prior to the present time the only 
matter of importance to American Life has been the magnitude of the loss, which 
appears to be approximately $4 million. As stated before, it is this loss which 
caused the decision to dispose of the industrial business. 

The reserves applicable to American's industrial business were roughly $3, 
200,000. When the industrial department was transferred, American Life In- 
surance Co. also transferred assets of a value equal to the reserves carried by 
American Life with respect to such policies; that is to say, assets of a total 
value of $3,200,000 were transferred to the acquiring corporations with such 
acquiring corporations assuming all the incidents of the industrial business 
including assumption of life insurance policies in toto (including the right te 
collect premiums, the liabilities thereunder, and all other incidents of owner- 
ship), the taking over of personnel, the taking over of furniture and fixtures, the 
taking over of records, and the assumption of leases on properties used in con- 
nection with such business. American Life Insurance Co. received a total con- 
sideration of about $3,400,000, or a net amount of approximately $200,000 in 
excess of assets representing the reserves applicable to insurance policies 
transferred. 

(There were four transactions in connection with the liquidation of such 
industrial business and in some instances instead of asset transfer, compensa- 
ting book entries were made with the result that instead of making a payment 
to American, the acquiring company would increase its reserves by transferring 
other assets held by it to such reserve account and American would release 
assets committed to its own reserve liabilities to surplus—of course, the net 
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effect was the same as if American had transferred asset to the acquiring cor- 
poration and the acquiring corporation had in turn tranferred cash or other 
assets to American.) 

With regard to the overall economics of its industrial business, American 
realized a loss estimated at $4 million when it disposed of the industrial busi- 
ness, This loss came about because of the excess of costs over the premiums 
and other income related to such business. 

Under H.R. 4245, it is not clear how a transaction such as that described 
above will be treated for tax purposes. 

For example, under the bill it is not clear whether this transaction is a capi- 
tal transaction. Of course, if the transaction described above is a capital 
transaction, under section 802 there will be no capital gains tax and under sec- 
tion 817(c) there will be no capital loss carryover. Life insurance appears to 
be a capital asset as defined in section 1221 unless one of the exceptions con- 
tained therein is applicable, and it seems to be clear that no such exception is 
applicable in the instant case. 

Conceivably, however, it might be argued that section 817 throws doubt on 
the question of whether capital gain treatment would be given to such a trans- 
action. In this connection, section 817(b) states that for purposes of that 
subsection life insurance and annuity contracts are not to be treated as prop- 
erty. By its terms, section 817(b) of the bill deals only with transactions 
occurring after December 31, 1958, and should not, therefore, apply to this 
transaction. Even with regard to transactions of this kind after 1958, it seems 
to be clear that the exclusion of life insurance and annuity contracts from the 
definition of “property” in 817(b) should have no implications with regard to 
the definition of capital assets contained in section 1221, since subsection (b) 
of 817 relates only to determination of the amount of gain realized on sale 
whereas section 1221 deals with the definition of a capital asset. 

But (a) if the rule of 817(b) that life insurance and annuity contracts are 
not property is deemed to apply to the general definition of capital asset, or 
(b) if it were determined that life insurance and annuity contracts are prop- 
erty used in a trade or business (with the result that it would be excluded 
from 1231(a) treatment by reason of section 817(a)), then the disposition of 
one policy or of an entire department would not be viewed as a capital transac- 
tion. 

Under either of these highly questionable interpretations, the bizarre result 
of an $884,000 tax being imposed on a transaction resulting in a $4 million loss 
might be reached. This would come about by reason of the concept of income 
in the new bill which could be interpreted to include the gross amount of 
decrease in reserves ($3,200,000 in our case) under section 809(c)(2) and 
further to include in income the $3,400,000 of consideration received by American 
under section 809(c)(4). On the other hand, apparently the only deduction 
relating to the transaction would be that provided for in section 809(d) (8), and 
that deduction would include the reserve figure ($3,200,000) which would appear 
to be the consideration transferred by American. (The foregoing is based 
on the assumption that section 809(d)(8) includes a transaction such as the 
one here in question; for certain insurance purposes, the complete transfer of 
policies, reserves, and liabilities incident thereto is called “reinsurance ceded.” 
However, 809(d)(8) apparently uses reinsurance ceded to mean a partial re 
insurance for risk splitting purposes rather than a total transfer, and the 
House report at page 27 indicates that transactions like the instant situation 
involve what the report terms “assumption reinsurance.” To avoid a possible 
misunderstanding of terminology, one or both terms should be defined.) Under 
such an interpretation, there would be a net amount of $3,400,000 added to 
income, and the transaction would generate a tax of roughly $884,000 notwith- 
Standing the fact that the net effect of the overall transaction would be an 
economic loss of approximately $4 million. A tax of $884,000 would amount to 
almost 4 percent of the assets of the company. Under such a construction of 
the act, this obviously unfair result would come about by reason of the pro- 
visions of the bill which allow current deduction of expenses in connection with 
generating business but deny deduction of expenses incurred prior to the date 
of the enactment of the bill. 

There are various ways in which H.R. 4245 could be clarified in order to 
eliminate the possibility of the unfair treatment which would result from 
taxing American’s sale of its industrial department. Among these are the 
following : 
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1. To spell out in the legislation that 1958 transactions involving sale of life 
insurance and annuity contracts will be treated as capital transactions (with 
the treatment to be accorded such transactions in the future to be the Same 
as under the bill as presently written). 

A specific provision in the law treating all 1958 transactions involving dig. 
position of life insurance and annuity contracts (but not including reinsurange 
ceded) as capital transactions would make it clear that American’s sale of 
its industrial department does not generate a tax. American would not have 
a capital loss carryover and the overall effect would be the same as under both 
the stopgap rules and the 1942 act. This approach seems to be inherently 
fair since the only treatment a taxpayer could have anticipated would haye 
been no tax and no deduction, ° 

On the other hand, H.R. 4245 would not be changed with regard to trans. 
actions taking place after December 31, 1958. Such transactions would result 
in a capital gain or loss, or in ordinary income or loss depending on the char. 
acter of life insurance—whether it is property, whether it is held primarily 
for sale to customers, etc. 

2. To insert a general provision providing that transactions involving the 
sale of life insurance and annuity contracts, both before and after January 1, 
1959, will be treated as capital transactions. 

The result with respect to American of giving capital transaction treatment 
to all sales of life insurance and annuity contracts would be exactly the same as 
in 1 above. But the rule would be of more general application since it would 
clarify future treatment of such transactions. If such an approach were 
adopted, the tax revenues relating to such a sale should be almost as great as 
if the item were operations income, since the effective rate on operations income 
as presently set forth in H.R. 4245 is 26 percent and on capital gains is 25 per- 
cent. Of course, this ignores the difference which such treatment might make 
with respect to taxable income as defined under section 802(b) (3), but it is not 
believed that this and other differences would ordinarily be significant. 

The chief problem with regard to this treatment is a determination of whether 

or not life insurance contracts owned on December 31, 1958, have a tax basis, 
and, if so, whether this basis should be determined by the fair market value of 
such contracts on December 31, 1958, or whether it should be previous net costs 
for which no deduction had been taken (pre-1958 net costs). It should be 
noted that this problem is latent in the bill as presently written. 
3. To treat a 1958 sale of life insurance and annuity contracts as a capital 
transaction with a proviso allowing for a capital loss carryover where net costs 
in producing such business exceed the total amount realized during the same 
period. 

This treatment would result in no tax on the transaction, but there would be 
a capital loss carryover of some $4 million. Although this treatment would not 
be in accordance with the usual capital gain rules relating to 1958 transactions, 
it would certainly be compatible with (a) recognition of the economic realities 
of the loss and (b) allowing current deductions of costs incurred after Decem- 
ber 31, 1957. 

4. To treat the sale of life insurance and annuity contracts as an operations 
item with the allowance of all net costs incurred prior to 1958 as a deduction 
from operations income. 

This approach would mean that all net costs relating to American’s industrial 
business would be deducted in the year 1958, giving American a deduction of 
some $4 million in determining gain or loss from operations. If, in view of the 
approach of H.R. 4245 which makes operations taxable, it is thought to be 
necessary to treat transactions involving life insurance and annuity contracts 
as other than capital transactions, then there should be a deduction from oper- 
ations income of nondeductible costs relating to generating such business at the 
time of the final disposition of such business. Premium income and expenses 
after 1957 would be ignored—such income and expenses were not directly or 
indirectly includible and deductible by insurance companies under prior revenue 
laws. It is believed that this approach would recognize the true economics of 
what happened. Of course, in a sense, this would be the mixing of accounting 
principles. But if such a transaction is to be considered an operations item, it 
would be the only fair approach inasmuch as income from operations will be 
taxable for the first time; it would relate previously nondeducted and non- 
deductible expenses to the transaction which in effect really caused the opera- 
tion to become a “closed transaction.” 
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The primary difficulty with this approach is, of course, the matter of (a) de- 
fning such costs and (b) going back into the records to determine the exact 
figures involved. Since such records were kept only for business purposes, many 
matters which might need to be substantiated, more fully described, or other- 
wise treated differently for tax purposes would probably be very difficult, if not 
impossible, to ascertain. But certainly where disposition of life insurance re- 
sults in an overall economic loss, it is fair to give this loss to the taxpayer as 
a deduction from operations income if the same sale, when resulting in an 
overall economic gain, would give rise to operations income. 

5. To treat the sale of life insurance and annuity contracts as an operations 
item with the allowance of all previous net costs as a deduction from opera- 
tions income, but with the limitation that if such costs exceed income, that the 
loss cannot be used to offset other operations income nor as an operations loss 
carryover. 

The result on American of the fifth alternative suggested would be no tax 
but no deduction against other operations income (and no increase in net op- 
erations loss carryover, if any, on account of this transaction). Of course, this 
approach is subject to the same difficulties with respect to ascertaining the 
amount of loss as are discussed in paragraph 4 above. However, it is the mini- 
mum which should be granted if a sale of insurance is to be treated as an 
operations item. 

Which of these possible solutions should be adopted is open to question. But 
to tax a transaction which results in an economic loss (where costs have not 
been previously deducted) would be totally unreasonable and unconscionable. 
It is submitted that the present bill should be clarified so that a taxpayer will 
be certain that such a transaction resulting in a loss does not generate a tax. 
It may be that the matter should be corrected only with respect to 1958 trans- 
actions and more comprehensive legislation in this area should await further 
study. For the remainder of this year and in the future years, most companies 
would be able to handle any such transaction in a manner which would take 
into account whatever treatment is to be accorded. But where, as here, the 
transaction would fot have resulted in a tax under the stopgap rules nor 
under the 1942 act, there is all the more reason not to add a further penalty 
by taxing a loss transaction. There was no way American could have predicted 
that the disposition of its industrial business at a loss might possibly result in 
a tax. If such a possibility could have been anticipated, it would have un- 
doubtedly affected the terms of the transaction. Thus, it is submitted that even 
if the rules relating to such a transaction impose a tax thereon in the case of 
transactions after 1958, the tax laws relating to life insurance companies should 
make it abundantly clear that a transaction such as that here involved which 
occurred in 1958 does not generate a tax. 

A comparatively simple amendment to section 802 would make it clear that all 
1958 sales of life insurance and annuity contracts are not taxable but would not 
change the treatment of such transactions for later years from the treatment ac- 
corded by H.R. 4245 and subchapter P. This change would be accomplished by 
adding to section 802(a) (2) the following two sentences: 

“For taxable years ending before January 1, 1959, capital gains and losses 
shall not be recognized. The gain or loss resulting from the disposition prior to 
January 1, 1959 (other than reinsurance ceded) of insurance or annuity contracts 
shall be deemed to be gain or loss from the sale or exchange of a capital asset.” 


The Cuatrman. Thank you very much, Mr. Hughes. 
The next witness is Mr. George Harris of the Chicago Metropolitan 
Mutual Assurance Co. 


STATEMENT OF GEORGE S. HARRIS, ASSISTANT SECRETARY AND 
INVESTMENT OFFICER OF THE CHICAGO METROPOLITAN MU- 


TUAL ASSURANCE C0.; ACCOMPANIED BY CARL TIFFANY, 
ACTUARY 


Mr. Harris. Gentlemen, on behalf of my company I wish to thank 
your committee for the courtesy extended to me to appear before you. 
I would like to make the statement that this statement is made in 
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support of the National Insurance Association, even though from a 
short-term selfish point of view, would require our company to pa 
more tax. In other words, we are substantiating the report of the 
National Insurance Association that has testified before this com. 
mittee. 

My name is George S. Harris, assistant secretary and investment 
officer, and member of the board of directors of Chicago Metropolitan 
Mutual Assurance Co. Our company is domiciled in Illinois. 

I have here with me Mr. Car] Tiffany, our actuary, who has had a 
very broad experience in the life insurance field, to help me answer 
any questions you may wish to ask. 

Our company is a small mutual company, but it is our aim and 

urpose to continue to build and grow on the basis of a sound and 
financially strong life insurance company. It is on this premise that 
I shall base my remarks and observations. 

We in our company believe that a tax formula based solely on in- 
vestment income is the only sound formula, theoretical as well as prac- 
tical, under which a life insurance company can be taxed on its earn- 
ings. From the year 1921 to the year 1958 this fundamental truth was 
generally recognized by the life insurance industry as well as by our 
Federal legislative bodies; however, a departure from this approach 
has been made in H.R. 4245 which places a tax on so-called onderwae 
ing profits. It is our feeling that this new approach has arisen as a 
result of alleged unconscionable profits made by a very few so-called 
specialty companies representing an infinitesimal part of the total 
insurance volume of the industry. Such companies should be taxed 
under a specialty formula applicable to the peculiarities of their op- 
erations. 

Much testimony has been given before this committee regarding 
H.R. 4245 and its advantages to a small and beginning company, in 
particular a company losing money. However, once a company moves 
out of the red column and over into the black, it then suffers under 
phases 1 and 2 in that a large part of its earnings are then subject 
to tax and the company’s growth potential is badly impaired. It 
is asad commentary on a tax formula that makes desirable an unprofit- 
able operation. 

As applied to the struggling company in its infancy, the virtues of 
the small business deduction are highly exaggerated. The 5-percent 
deduction on net investment income with a maximum of $25,000 
is of dubious value to the small company and could perhaps more 
properly be called a middle-class company deduction, since a net 
investment income of one-half million dollars would be required to 
produce the maximum limit. We suggest an across-the-board de- 
duction of $25,000 as a benefit which would not result in any signifi- 
cant loss of revenue to the Treasury, since many companies would 
enjoy the maximum provided under the bill as now drafted. 

Phase 1 purports to tax companies on the excess interest earnings 
realized over and above those required to maintain policy reserves; 
however, in reality it makes use of a complicated formula which 
favors companies issuing policies under which the assumed interest 
rate on reserves is low. Inasmuch as young companies are forced 
to issue policies having a higher rate of interest, the advantage ac- 
crues to the larger companies, particularly the large mutuals. This 
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is to the competitive disadvantage of the companies which assume a 
realistic rate of interest. The giant mutuals enjoy a highly favored 
position in this respect since their assumed rates of interest are among 
the lowest in the life insurance industry. 5 

Phase 2 permits the deduction of dividends prior to calculation 
of tax, the theory being that dividends are simply refund of redundant 
premiums or, let us say, return of invested capital, and consequently 
compose no part of earnings. One has simply to refer to the basic 
actuarial textbooks or schedule M of the annual statement of a mutual 
company to learn that the standard formula for dividend calcula- 
tion involves the factors of (1) interest, (2) loading, and (3) mor- 
tality. It would appear that only one factor, loading, can constitute 
the “redundant” part of the premium. In this connection I should 
like to direct your attention to the excellent illustration of W. W. 
Wilson, Jr., president of the Colorado Life Convention, given on 
page 5 of his testimony before this committee. The fallacy of the 
“redundant” premium is abundantly obvious. 

Phase 3 is an insidious part of H.R. 4245 by which a tax lien is 
placed on 50 percent of the profit from operations. Moreover, it mili- 
tates against the use of surplus for development and growth and 
locks up existing surplus. I recognize that this does not affect my 
company which is a mutual company. 

The absence of comments herein regarding other discriminatory 
features of H.R. 4245 in no way constitutes an endorsement of such 
features. It has been my purpose here simply to point out the more 
flagrant violations of equity, and I thank you for the privilege of 
using your time to do so, 

The Cuarrman. Thank you, Mr. Harris. 

Are there any questions? 

Senator Curtis. Are you a mutual company ? 

Mr. Harris. Yes, sir. 

Senator Curtis. How could you be affected by part 2? 

Mr. Trrrany. I think Mr. Harris’ opening statement is significant 
that that is a statement of support to the position taken by the Na- 
tional Insurance Association, and not a statement of the application of 
the bill or the proposed bill to his own company. 

Senator Curtis. Part 3 would have no effect on his company ? 

Mr. Harris. On our company, no, sir, and I made it in my opening 
statement because we are part of the association, and it was part of 
our understanding to support the resolution from the National In- 
surance Association that is before this committee. 

The Cuarrman. Thank you, Mr. Harris. 

The next witness is Mr. Daniel J. Lyons, of the Guardian Life In- 
surance Co. of America. 


STATEMENT OF DANIEL J. LYONS, VICE PRESIDENT, GUARDIAN 
LIFE INSURANCE CO. OF AMERICA, NEW YORK, N.Y. 


_Mr. Lyons. Mr. Chairman, my name is Daniel J. Lyons, and I am 
vice president of the Guardian Life Insurance Co. of America, a 
medium-size mutual company domiciled in New York and authorized 
to do business in all States and the District of Columbia. I am testi- 
fying on behalf of that company. The Guardian isa supporter of the 
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temporary committee on the taxation of mutual life insurance com. 
panies. 

The Guardian’s Federal income tax for 1957 was $1,215,000, and 
on the same basis would have been $1,339,000 for 1958. 

Senator Kerr. Under which bill, now ¢ 

Mr. Lyons. On the same basis, that is the stopgap, in 1958 it would 
have been on the same basis as in 1957, it would have been $1,339,000, 

Under H.R. 4245 the tax for 1958 would be $2,437,000. This 
amount is $246,000 greater than the tax under the 1942 law and is an 
increase of 82 percent in the level of tax in a single year. This tax 
would fall entirely on our policyholders and would, if continued, in- 
crease the cost of insurance. 

We estimate that the amendments proposed by Mr. Slater, who 
spoke for the temporary committee, will still leave us with a 60 percent 
increase in our tax. Although we feel that the level of tax is too 
high, H.R. 4245 with these amendments is acceptable to my company, 
This conclusion has been reached principally in the hope that the 
amended bill will permanently eliminate the uncertainty of the stop- 
gap legislation. 

The first amendment would eliminate the arbitrary deduction rate 
in phase 1 of the bill and substitute an individual company 5-year 
average. This change would substantially improve the bill. 

The second amendment would modify the limitation on the deduc- 
tion of dividends to policyholders by allowing 50 percent of the 
amounts now disallowed. Dividends should be deducted for the fol- 
lowing reasons : 

(1) Dividends to policyholders in a mutual company are price ad- 
justments and do not in any sense constitute taxable income to the 
company. In business, generally, return of part of the purchase price 
to the buyer is excluded from income. 

(2) Failure to allow full deduction of premium refunds results 
in a tax for many companies of more than 52 percent of net gain from 
operations. In the Guardian, for example, the tax under H.R. 4245 
for 1958 would be 61 percent of net gain from operations. 

(3) A company should not be required to pay more taxes because 
of fluctuations in underwriting losses. However, this is just what 
can happen when full credit for premium refunds is not given. An 
example of this is shown in exhibit A, where it is demonstrated that 
two small companies with identical results over a 2-year period would 
incur taxes differing by over $50,000. The proposed amendment 
would eliminate only one-half of this inequity, except for the fact 
that only 50 percent of the excess of taxable investment income over 
gain from operations is taxed. 

(4) Fear has been expressed by witnesses that stock companies will 
be unable to compete with mutuals if the latter get credit for the 
full amount of refunds made to policyholders. Actually H.R. 4245 
gives a distinct competitive advantage to a company writing non- 
participating insurance. The premium less the dividend required of 
a mutual company policyholder is comparable to the nonparticipating 
premium of a stock company. To the extent that the dividend is 
taxed the mutual company is at a disadvantage. 

(5) A mutual company should not be required to pay more taxes 
just because it collects extra premiums at the beginning of the year 
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and returns them at the end of the year. An example of this inequity 
is shown in exhibit B. : 

(6) When the gain from operations exceeds the taxable investment 
income the mean of the two becomes the tax base. It seems logical 
that the mean should also be the tax base when the gain from opera- 
tions is less than the taxable investment income. 2 

A reason given for the limitation on the deduction of dividends 
to policyholders is that investment income is income received from 
third parties which it would be inappropriate to exempt after allow- 
ance for interest required on policy and contract liabilities. 

This argument overlooks the fact that a proper allowance for op- 
erating expenses is not made in determining taxable investment in- 
come. In computing such income, the only expenses which can be 
deducted are the expenses of handling the investments of the com- 
pany. Other investing institutions also deduct expenses of obtaining 
the funds, of re individual accounts and disbursing with- 
drawals. Life companies have similar expenses but they may not be 
deducted. The failure to allow these expenses as a deduction results 
in an artificially high investment income base in phase 1 of the bill. 

In its present form, H.R. 4245 provides in effect that the gain from 
operations shall not be the tax base if, because of dividends to policy- 
holders, it is less than the taxable investment income. In this case 
the investment income figure is the tax base. The use of an artificially 
high investment income figure makes it most important that the lim- 
itation on the deductibility of dividends to policyholders be modified. 

Other businesses are taxed on the final result of the year’s operations: 
that is, on the net balance of profits and losses on the various types of 
income received. Losses on one part of operations are deductions from 
gains on other parts. Mutual life insurance companies are being made 
an exception to this rule. Under H.R. 4245 they are not permitted to 
deduct from so-called investment gains the full amount of negatives or 
losses to which they are properly entitled in figuring their operating 
gains. 

My company urges that the bill be amended to permit deduction of 
50 percent of the negatives. 

I wanted you to know that one, at least, of the smaller mutual com- 
panies wants this amendment, because there has been so much testi 
mony here that this is something for the large companies. It is equally 
important for the small mutual companies. — 

Thank you. 

The Cuatrman. Thank you very much, Mr. Lyons. 

Are there any questions? 

Senator Curtis. Mr. Chairman. 

The Cuarrman. Senator Curtis. 

Senator Curtis. Mr. Lyons, the contention has been made here 
that the bill as written, as it passed the House of Representatives, 
gives more favorable treatment to stock companies than others, and it 
is contended it is more favorable to mutual companies. 

What is your answer to that question, and why ? 

Mr. Lyons. Well, I have heard that, and I think that it is very much 
more favorable, as now written, to the stock companies than it is to 
the mutual companies. 
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In other words, I do not agree with those witnesses who testified 
to the contrary. 

I would like to recall to you, if I may, some of the points. First of 
all, there is this one on the negatives that we have been talking about, 
The bill provides that stock companies get 100 percent of the negatives, 
There isn’t any question about that. Those negatives result from 
underwriting losses, just as you notice we have in the little example 
I showed. They get 100 percent. 

The mutual companies are asking for only 50 percent of theirs, and 
there is quite some opposition to that. 

Secondly, there is an allowance for stock companies of 10 percent 
of the increase in reserves, which can flow through ultimately—and I 
realize this is contrary to some of the testimony that was given here— 
can flow ultimately to the stockholders without tax. That 10 percent is 
not paid into the policyholders’ surplus fund, where one would exnect 
it to be if it is there just from the standpoint of the policyholders, 
but it flows into other accounts. 

There is also—— 

Senator Curtis. Before you leave that, is that 10 percent allow- 
ance—does that figure out a sizable amount taxwise ? 

Mr. Lyons. In the large companies, it is a very sizable amount. 
You could have, Senator. an increase in not even the largest comnany, 
an increase in reserves of $50 million in a year, and 10 percent of that 
would be $5 million, and you have got a tax of 26 percent of $5 million. 

Senator Curtis. How could that reach the stockholders without 
the tax ? 

Mr. Lyons. It could reach them ultimately in a mutualization of 
the company, or it could reach them after the other funds have been 
paid out to the stockholders. 

The logical approach that you would exnect would be 10 percent 
if it is going to be allowed to be paid into the policyholders’ surplus 
account, and from there into the shareholders’ account whenever 
they wanted to disburse it, and then pay a tax, but it doesn’t go that 
way. 

Senator Curtis. What was the way other than by way of mutual- 
ization of the company ¢ 

Mr. Lyons. By payment of the first two accounts, the shareholders’ 
account and ultimately the depletion of the policyholders’ account 
through paying that into the shareholders’ and then to them, and then 
the balance of the accounts, the other accounts, the third part of 
phase 3. 

Senator Curtis. Go ahead. 

Mr. Lyons. The other item in there which I will mention in passing 
is the 2 percent on group insurance which does not go through the 
policyholders’ fund. 

Senator Curtis. How does that 2 percent affect the mutuals and 
affect the stocks ? 

Mr. Lyons. It affects them the same, and I think it is proper, just 
as the 10 percent would be. But it could well go through the policy- 
holders’ fund in the stock company so that in the event it is sub- 
sequently paid to shareholders there will be a tax on it. In the case 
of the mutual company, of course, everything is policyholders’ fund, 
there is no difference. So it is in about the same position, I believe, 
as the 10 percent. 
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Another point is that there is a very high limit on the amount 
which can be held in the policyholders’ surplus account, 25 percent 
of the reserves, which is very substantial, and I have never seen any 
demonstration of need for as much as 25 percent of the reserves as a 
special fund of this kind. : 

Actually, that creates some difficulties, too, in analyzing a stock 
company because it is called a policyholders’ fund. It is a misnomer. 
There is a good bit of unpaid taxes to the Government which may be 
paid at a later date in there, so it creates a problem of knowing how 
to value the company, and of course, it is a fund which can be used 
for the benefit of the shareholders until such time as it is transferred 
out. 

But at any rate, the point I am trying to make is 25 percent is very 
liberal for the stock companies. 

Another point that occurs to me, Senator, is that the gain from 
operations of stock companies is about 42 percent of the total gain, 
and the tax is 32 percent on the stock companies. If the tax were 
prorated evenly between stock and mutual on the basis of how much 
thev took out of the business, then it would be 42 for the stocks and 
58 for the mutuals. 

Senator Curtis. On similar policies is the net premium charged in 
a nonparticipating policy actually about the same as the other pre- 
miums less the policy dividends? 

Mr. Lyons. I think they are comparable. There may be a dollar 
or a dollar and a half difference over the year. Mr. Slitor submitted 
an exhibit which showed the difference. 

Senator Curtis. A dollar or a dollar and a half over a period of 
years, you mean per $1,000 of insurance annually ? 

Mr. Lyons. Yes. 

Senator Curtis. Which way would the dollar be? 

Mr. Lyons. Well, in the figures Mr. Slitor gave it was in favor of 
the mutual companies. 

Senator Curtis. In favor, you mean they charged more? 

Mr. Lyons. The mutuals charged less after the return of premium. 
But you can pick out stock companies who over a period of years 
would do better than some mutual companies, and vice versa. It 
depends on the company, by and large— 

Senator Curtis. From the policyholder’s standpoint the cost of his 
insurance is the amount he ultimately pays after the whole transaction 
is completed ? 

Mr. Lyons. That is correct, Senator. 

Senator Curtis. So to arrive at what the premium income to a 
company was, you have to figure it after the whole transaction is 
completed ? 

Mr. Lyons. That is right. As a matter of fact, they set up their 
premiums, the mutuals, on a nonparticipating basis and add some- 
thing to them for this return, and then they make the return each year. 

Senator Curris. While a nonparticipating policy in a stock com- 
pany is written on an actual—a fixed-level premium ? 

Mr. Lyons. That is correct, Senator. 

Senator Curtis. But in determining the ultimate financial position 
of a company you must take a figure after the payment of policy 
dividends, must you not? 

Mr. Lyons. Yes, sir. 
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Senator Curtis. Because if you took any other position you would 
be allowing for something you didn’t have? 

Mr. Lyons. That is correct, Senator. 

Senator Curtis. That is all, Mr. Chairman. 

Senator Kerr. I would like to ask a question. 

The Cuarrman. Senator Kerr. 

Senator Kerr. I think this would be a good point to get into the 
record either from this witness or from the Treasury the answers to 
these questions. 

Whether it is a stock company—and I would like for the Treasury 
to listen to the questions and if the witness answers them correctly, 
then let it go, be if not, speak up and let us be sure that the informa- 
tion we get into the ed. at this point is accurate—2 percent of col- 
lected premiums on group insurance, health or accident insurance, js 
exempt. 

Mr. Lyons. That is correct, Senator. 

Senator Kerr. Whether mutual or stock ? 

Mr. Lyons. That is correct, Senator. 

Senator Kerr. For a stock company 10 percent, an amount equal 
to 10 percent of the increase of nonparticipating reserves other than 
group and annuity reserves is exempt ? 

Mr. Lyons. That is as I understand it, Senator. 

Mr. Surror. I would point out, of course, that the 10 percent would 
be available to a mutual company if it sold nonparticipating business, 
and to the extent that it sold nonparticipating business. 

Mr. Lyons. I think that iscorrect. This applies— 

Senator Kerr. I think that is correct, too. 

Mr. Lyons. This applies to nonparticipating. 

Senator Kerr. Do mutualssell nonparticipating ? 

Mr. Lyons. I couldn’t name one right now, Senator, that does. 

Senator Kerr. Does the Treasury know of any that do? 

Mr. Surror. I understand that a small amount of nonparticipating 
business is held by mutual companies. 

Senator Kerr. For the purpose of this bill it is negligible ? 

Mr. Surror. It is negligible. 

Senator Kerr. So that in reality that provision will be utilized and 
applicable to the nonparticipating business sold by stock companies. 

Mr. Surror. Yes, sir. 

Senator Kerr. Then after total gains from operations have been 
reduced by those two amounts, the investment income included or re- 
ferred to in phase 1 of the bill is deducted from taxable income? 

Mr. Lyons. That is correct. 

Senator Kerr. Is that correct insofar as the stock companies are 
concerned ¢ 

Mr. Surror. Yes, sir. 

Senator Kerr. Then under the bill 50 percent of the balance is ex- 
empt from taxation ? 

Mr. Lyons. That is correct, Senator. 

Mr. Surror. It is placed in a tax-deferred account. 

Senator Kerr. But insofar as current operations are concerned, it 
is exempt from taxation unless one of the eventualities written into 
the bill to trigger the implementation of taxation has occurred / 

Mr. Surror. Yes, sir. 
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Senator Kerr. That is correct ? 

Mr. Surror. Yes, sir. 

Senator Kerr. I just felt that while we were discussing this phase 
of the bill, that is, the taxation of stock companies, that this brief sum- 
mation of the applicable features of the bill might well be put into 
the record at this point. 

Mr. Lyons. Thank you, sir. The testimony hasn’t been entirely 
clear on it up to now, so it is well to put it in. 

The CuarrMan. Thank you, Mr. Lyons. 

(Exhibits A and B to Mr. Lyons’ testimony follow :) 


ExuHispir A? 











Mutual company A Mutual company B 

| 

| 1958 1959 /|1958and1959/ 1958 | 1959 | 1958 and 1959 

combined | combined 

—_—__— - LT - - -_ eS TT ine eae ee = — = _ 

Taxable investment income.. $600, 000 | $600,000 | $1, 200, 000 | $600,000 | $600, 000 | $1, 200, 000 
Gain from operations | 600,000 600, 000 1, 200, 000 800, 000 400, 000 | 1, 200, 000 
Tax base under H.R, 4245--- | 600,000 600, 000 1, 200, 000 700, 000 600, 000 1, 300, 000 
Tax at 52 percent 312, 000 312, 000 624, 000 364, 000 | 312, 000 676, 000 


1 For the 2 years combined, both companies have the same net investment income and the same gain 
rom operations; both pay the same dividends to policyholders. 


Note.—Dividends of $800,000 were paid to policyholders each year by each company. Fluctuations in 
experience cost company B an extra $52,000 in taxes, 


EXHIBIT B 


Assume we have two companies, X and Y. X is a stock company. Y is a 
mutual company. Both do exactly the same type and volume of business and 
have the same results except that Y collects $1 million more in premiums each 
year than does X and returns this amount with interest at 4 percent. 


| ,. r . ° 
| Company X Company Y 


stock mutual 
| 40, 0 
- | 1 40, 000 
1 >i res 1e % » vw] 
laxable investment income pntleeniipwsllickedanpiekh tine tnpotitinis $2, 000, 00 1 2. 000. 000 
Dividends to policyholders 5 ocatitellirat Aten iebmde teeth ee bandésaniensé | 1, 040, 000 
Gain from operations ged ARE on de 1. 500, 000 | 1, 500, 000 
Dividends not allowed indisedieshellece abtndbiditndineanits scald bvdedinibeniatie tidied niletcn shegiietuabien } 540, 000 
Tax base «diate ere a densciahaieeniiaaiintee axe hn - 1, 500. 060 2. 040. 000 
Tax at 52 percent AMR LRA fe ae ieee ane 780, 000 1, 060, 800 











‘4 percent interest on the $1,000,000 additional premiums collected. 

NoTE [he mutual company is taxed $280,800 more than the stock company although the only differ- 
encesin operations were that it collected $1,000,000 more in premiums and $40,000 more in investment income 
and returned $1,040,000 in dividends. 

Che Cuamman. The next witness is Mr. M. C. Reese, Jr., of the 
Association of Arizona Insurance Companies. 
Senator Kerr (presiding). All right, Mr. Reese, you may proceed. 


STATEMENT OF MELVIN C. REESE, JR., PRESIDENT, ASSOCIATION 
OF ARIZONA INSURANCE COMPANIES 


Mr. Reese. My name is Melvin C. Reese, Jr. I am president of the 
Association of Arizona Insurance Companies, a trade association of 
Arizona life insurance companies, whose premium income, assets, 
and insurance in force make up the bulk of the life insurance business 
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of Arizona insurance companies. All of the companies would be 
classified as small companies, assets ranging from a few hundred 
thousand to $5 million. 

I am also president of the First National Life Insurance Co,, q 
company incorporated in 1947. As of December 31, 1958, my com. 
pany shows assets of $2.277 million and insurance in force of $3 
million. We are one of the leading companies in Arizona, but “a a 
very smal] company when compared with companies from all over 
the United States. 

This appearance before the Senate Finance Committee comes after 
a study of the subject by the various member companies of our associa- 
tion. Our association appreciates the fact that to write a bill that 
would be satisfactory to everyone, produce a certain amount of rey 
enue for the Government and embody a formula that could be us sed 
year after year, presents a most difficult problem. 

We also appreciate the fact that the Treasury Department and the 
Committee on Ways and Means of the House of Representatives have 
spent a great deal of time on this problem before the writing of 
H.R. 4245, We do feel, however, that this bill in its present form is 
unfair to small- and medium-sized c ompanies. 

This bill has three parts and also a separate part dealing with capi- 
tal gains. 

Regarding part 1 of the bill, which is the tax on investment in- 
come, we still believe that this is the best approach for the Federal 
Government to tax life insurance compan ies. We agree with the part 
of H.R. 4245 that says if a company’s gains from operations are 
smaller compared with its taxable investment income, the tax should 
be on the smaller of the two as this investment income is needed to 
offset underwriting losses, if any. However, we believe that the de- 
duction of 5 percent of net investment income which is designed to 
help the small companies, can be improved upon. If a small company 
shows a net investment income of $10,000, they receive a $500 credit, 
a small item. At the same time, the bill is granting a 5 percent de- 
duction to all companies on their first $500,000 of net investment in- 
come, with a maximum deduction of $25,000. If this is really meant 
to be an assistance to smail companies the credit should be either a 
much higher percent for the very small companies or a flat amount 
for all companies, such as the $25,000 figure. 

Now regarding that part of the investment income needed to meet 
the interest requirements of our life insurance reserves—one of the 
unknowns in the past is still found in H.R. 4245 and that is the chang- 
ing rate of interest to be determined by the Treasury Department each 
year. The insurance industry does not know how this will be arrives 
at, and, therefore, cannot know what its taxes will be until the Treas 
ury’s “rate of interest” is announced. Also, I believe most small com- 
panies are reserving on a 3 percent basis. The bill as it is now drawn 
says, in effect, that “the large companies can use the industry average 
which might be approximately 3 percent, instead of their own as 
sumed 2.25 or 2.5 percent. This would give the large companies a tax 
deduction that would not be available to the small companies. 

Rather than attempt to determine a fair way to tie in assumed in- 
terest rates and earned interest rates, we would suggest using some sort 
of a gradual increasing tax rate on investment income. Of all of the 
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tions made, we believe that the fairest approach to date is that 
made by the National Association of Life Companies, who are suggest- 
ing a tax on 10 percent of the first $250,000, on 15 percent of the next 
$1.250 million, and on 20 percent on all income beyond that. 

Regarding parts 2 and 33 of the bill, which have to do with taxation 
on the gains from operations, a young company might go through sev- 
eral years of losses or small gains and then might start to show siz- 
able gains on operations as the result of several years’ work. It is now 
being suggested, with some allowance for carrying losses forward, 
that the company be heavily taxed, even though the stockholders’ origi- 
nal investment may not have been replaced. If a company were to go 
from a negligible gain in operations up to a $100,000 gain in opera- 
tions. the tax would go from a small figure to oe tle or 
$25,000. This is too heavy a tax on a small company; this money is 
needed to finance further growth of the company, and is needed to 
build up the company surplus. All financial institutions such as banks 
and insurance companies must build up a surplus. In an insurance 
company it is for additional protection for its policyholders, and it is 
wrong to tax these gains in surplus. An exception to this is the spe- 
cialty company with the large underwriting gain and the small invest- 
ment income. A special tax is needed to cover this situation. 

Further the proposed bill, in parts 2 and 3, would permit the mutual 
companies to deduct policyholder dividends from their gains before 
determining the tax. This particular part of the bill would give the 
mutual companies an immediate competitive advantage. The 10 per- 
cent deduction on reserves of nonparticipating contracts, in our opin- 
ion, will not offset the tax break being given the mutual companies at 
this point. No legislation should be written which will in any way 
hamper the growth of the small stock life insurance companies in the 
United States, and no legislation should be writen which will benefit 
the large insurance companies at the expense of the small life insur- 
ance companies. 

In conclusion, we should keep in mind that when we increase the 
taxes on life insurance companies, we are really increasing the penalty 
on those people who choose to save money through life insurance. 
We should also remember that the States, through a premium tax, 
are already collecting a sizable tax from these policyholders. 

On behalf of the Association of Arizona Insurance Companies, I 
wish to thank the committee for granting me this time. We believe 
that the position of the small insurance companies in Arizona is 
similar to the position of small insurance companies all over the 
United States and respectfully request consideration be given the 
small company. 

Senator Kerr. Thank you, Mr. Reese. 

Are there questions ? 

Mr. Charles A. Siegfried, Metropolitan Life Insurance Co. 


STATEMENT OF CHARLES A. SIEGFRIED, SECOND VICE PRESIDENT, 
METROPOLITAN LIFE INSURANCE CO. 


Mr. Srecrrrep. Senator Kerr, Senator Curtis, my name is Charles 


A. Siegfried. Iam a second vice president of the Metropolitan Life 
Insurance Co. 
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My comments will be directed to the provisions of the bill 
insured pension plans. 

I might explain that.insured pension plans and employee benefit 
plans of other kinds are my particular area of responsibility at the 
Metropolitan Life Insurance Co. 1 | 

Insured pension plans is a branch of the insurance business of vita] 
interest to older persons particularly since it deals with arrangements 
for providing income during the years of retirement. 

This branch of our business had a period of vigorous growth but 
in recent years has been adversely affected by the impact of the tax 
laws which have favored noninsured plans. During the last 10 years 
more insured plans have been discontinued than new plans have been 
issued. 

Senator Kerr. At that point, Mr. Siegfried, is that a situation 
common to the insurance industry, or is your company’s experience an 
exception ¢ 

Mr. Sreerriep. I understand that our experience is fairly typical of 
the experience of other companies. 

Senator Kerr. In reference to this line of business? 

Mr. Srecrriep. That is right. 

Senator Kerr. All right. 

Mr. Srecrriep. More employees were covered under these discon- 
tinued plans than were covered under new plans. 

Such figures are, however, not a complete index of the seriousness 
of the situation. Many employers who basically favor an insured 
plan have not been convinced that the existing tax inequity could 
long continue and consequently they have withheld decision to change 
to a noninsured basis. However, if the current legislation does not 
establish a high measure of equality of treatment between insured 
and trusteed noninsured plans it is likely that a substantial volume 
of existing plans will be discontinued. 

Perhaps it is not clear why this tax element is so important to 
employers dealing with pension plan questions. The difference may 
be described briefly as follows. Under a noninsured trusteed pen- 
sion plan of the customarily qualified kind there is no Federal income 
tax on the investment income. On the other hand, if the same pension 
benefits are insured, the corresponding investment income is subject 
to substantial Federal income taxes. 

If you will permit me, sir, I think it will be helpful if I inter- 
polated a brief illustration at this point that would make clear this dif- 
ference in tax treatment between the insured plan, on the one hand, 
and the trusteed noninsurer plan, on the other. 

Senator Kerr. I will say to you, for my part I will be glad to have 
you do it, because this is a question on which we have had a vast 
abundance of testimony, and while it embarrasses me somewhat to do 
so, I must admit that it has not been followed by a proportionate in- 
crease in my understanding. 

[ Laughter. | 

Mr. Steerrtep. That is a challenge, sir, and I will try to meet it. 

Senator Kerr. If you can make a contribution to that, it may not be 
reflected in the legislation that comes out of this committee, because 
that will be determined by the committee, but I want to say to you it 
would be reflected in the improved quality of my morale. 
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Mr. Stecrriep. Well, here goes; I will try. 

Let us assume that we have two plans. On the one hand, we have 
an insured plan, and side by side, everything else is the same, a non- 
insured trusteed plan. 

Let us further assume that $1 million is paid into each plan. 

Senator Kerr. Each year ? 

Mr. Srecrrrep. Well, just let us take, for simplicity, 1 year and just 
look at the operations of 1 year. 

Senator Kerr. All right. 

Mr. Srecrriep. Let us assume further that the only operation of 
the year has to do with the investing feature. 

Let us assume further that the quality of the investment skills of 
both plans are the same, and they both earn, an investment income of 
$40,000 for that year. There is $1 million in each fund; each one 
receives $40,000 in investment income. 

Now, in the case of the insured pension plan, the way these tax 
laws are proposed, a part of the investment income would be excluded 
from tax, and so, for simplicity, I have to make an assumption as to 
what part that will be, and for a round figure I will assume the law 
permits an exclusion of three-quarters of that $40,000 of investment 
income, leaving $10,000 of that investment income subject to tax. 

So, if the tax rate is 52 percent, the insured plan is subject to an 
income tax of $5,200; whereas, on the other hand, the trusteed plan 
has no such tax, and so the trusteed plan, at the end of the year, has 
the $1 million it put in plus the $40,000 of investment income unim- 
paired, whereas, on the other hand, the insured plan has the $1 mil- 
lion, but has $5,200 less of the investment income left. 

Senator Kerr. Well, now, while you are discussing that, I would 
like for you to make it clear as to who will bear the burden of what- 
ever tax there is on the investment income of this plan. 

It has been evident here that there has been thought on the part of 
some that if the tax now on or now proposed on the investment in- 
come from the insured pension plan handled by the insurance company 
is either repealed or not levied, that the insurance company will be 
the beneficiary of the amount saved. 

If I understand the statement you have made, your thesis is that 
the plan will be the beneficiary of any tax saving brought about by 
repeal or nonimposition of this tax. 

Mr. Srecrriep. That is my view, sir; yes, sir. 

Senator Kerr. What is the correct situation now ? 

Mr. Srecrrtep. Well, the plan is the beneficiary of the tax saving, 
or is the person or the party who is hurt by the imposition of the tax. 

Senator Kerr. Then if the tax remains on the earnings of this 
program, what you are telling this committee is that it is a tax on’ 
the funds available for payment to the beneficiaries of the plan or I 
would presume to the employer furnishing the funds? 

Mr. Stecrriep, That is correct, sir. I deal with that later in my 
testimony. ke 

Senator Kerr. I know, but since you have mentioned this particu- 
lar illustration here, I wanted to get it into the record, ol in my 
own mind, as to who would be the ultimate payor of that $5,200 tax. 

Mr. Sreerrrep. The policyholder, the employer who was putting up 
the money for the pension plan, sir. 
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Senator Kerr. The ay pd or the ones, the beneficiaries, for 
whom the funds are provided $ 

Mr. Srecrriep. Yes, sir. 

Senator Kerr. Proceed. 

Senator Curtis. This is a little bit irrelevant, but in both instan 
if the employer put up the $1 million, he put it up before taxes, 
did he not 

Mr. Sreerrrep. That is right ; that is the illustration I gave. 

Senator Curtis. Yes, but the $1 million would be put up before 
taxes on the part of the employer. 

Mr. Srecrriep. Well, the employer would get a tax deduction; we 
will assume this is a qualified plan. 

Senator Curtis. Yes. 

Mr. Srecrrrep. The employer gets a tax deduction on the amount 
that he has contributed to the plan. 

Senator Curtis. Full amount ? 

Mr. Sreerrrep. Full amount; yes, sir. 

Senator Curtis. The individual does not. 

Mr. Srecrriep. That is right, sir. 

Senator Kerr. The employer has a deduction for the amount he 
puts into a qualified plan, whether he does it with an insurance com- 
pany or with a trust company ? 

Mr. Srecrriep. That is correct, sir. 

Senator Curtis. That is correct. 

Senator Kerr. If he puts it with a trust company, the earnings on 
it are tax-free insofar as the trust is concerned, and the benefits ac- 
cruing to the beneficiary —— 

Mr. Srecrrrep. They are fully available to provide benefits under 
the plan. 

Senator Kerr. But if it is in the hands of an insurance company, 
the earnings on it are subject to a tax which, by reason of the method 
of operation by the insurance company, has to result in an impair- 
ment or reduction of the amount accu going into the trust fund 
for the beneficiary, and really not in money out of pocket of the 
insurance company. 

Mr. Stecrrtep. That is correct, sir. 

Senator Kerr. All right. 

Mr. Srecrriep. I tried at this point to draw attention to the sharp 
difference in treatment, and then I proceed to say, the effect of these 
taxes has been to increase the costs of insured pension plans from about 
6 percent to 8 percent above the levels that would apply if the tax situ- 
ation were the same as under a noninsured plan. 

Differences of cost of this magnitude are significant to employers 
and will exert a powerful influence in determining whether employers 
will establish insured pension plans or noninsured trusteed plans. 

It may be helpful to comment on the rather special risks and adverse 
influences that affect pension plans. These have been beset by power- 
ful hazards. I have been associated with this activity for nearly 30 
years. During this time many upward adjustments have had to be 
be made in pension plan costs (annuity rates). To illustrate, the price 
for an annuity of $10 a month for a man age 35 with benefits to com- 
mence at age 65 has ranged as follows: Back in 1928 the purchase price 
of such annuity was only $234. 
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By 1938 it had ‘ aes to $427.90; and currently for the same bene- 
ice is $617. 
ee resens have been due to the fact the interest rates fell 
sharply below the 1928 level and while they have risen recently are still 
nerally below that level. Likewise mortality rates have tended 
ownward which has the effect of increasing the cost of annuities. 

A major problem of insurance companies providing pension con- 
tracts has been to alertly follow these rapidly changing influences so 
as to avoid severe losses. i oo 

With improved interest earnings in recent years there have been ap- 
parent surplus earnings measured against our statutory reserve as- 
sumptions. However, under many contracts these surplus earnings are 
not true surplus since the measure of liabilities should be adjusted in 
many cases to reflect improvements in mortality rates. ‘ 

Senator Kerr. That means that any improvement in mortality rate 
results in a greater liability under any given commitment? 

Mr. Steerrirep. That is correct, sir. 

Senator Kerr. All right. 

Mr. Srecrrtep. These adjustments are not made on a year to year 
basis but at intervals as experience is developing. Meanwhile surplus 
must be built up from which the necessary adjustments can be made. 
If experience should indicate that any part of the surplus is not needed 
it will be reflected in dividends to policyholders of insured pension 

lans. 

! There is no basis in fact for the view that the pension branch of the 
business does, or can be expected to, subsidize other lines of business. 

There likewise is no basis for the view that any tax relief granted 
insured pension plans would or could be used to subsidize other lines 
of business or other classes of contract holders. 

Senator Kerr. You used the illustration there of the $1 million in 
the hands of either the trust company or the insurance company. Is 
there any possibility that a part of that goes into—that the income 
from any part of that goes to different funds like to your surplus or 
other category which remains the asset of the insurance company as 
diassociated from the trust fund ? 

Mr. Sreerrrep. Well, we keep a strict accounting of all these pension 
moneys on a case by case basis, and any surplus that is derived as the 
result of experience in a particular plan is credited to that particular 
account, and so in the aggregate also the surplus is accruing to this 
= line of insured pension business, and is allocated, credited and 

e ee 

Senator Kerr. Credited to the trust itself? 

Mr. Stecrriep. That is right, sir. 

Senator Curtis. Is it a variable contract? 

Mr. Sreorriep. This is a fixed benefit contract that I am speaking of. 

Senator Curtis. Fixed premium ? 

Mr. Stecrriep. Fixed premiums for a fixed benefit; yes, sir. 

Senator Kerr. Is the fixed benefit a minimum or is it possible 
through additional earnings that that be increased or does the expe- 
rience as you go along, if favorable, results in a reduction of the 
premium to gain the fixed benefit ? 

Mr. Stecrrrep. Well, in a typical case, the employer sets up a plan 
that anticipates a certain level of pension benefits, and there is a cer- 
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tain price attached to the volume of benefits that must be purchased 
year by years. 

If the experience is favorable and dividends are paid, either of two 
things can happen: The dividends can reduce his year-by-year cost of 
that particular plan or it might be used to purchase higher benefits for 
the employees. 

Senator Kerr. But it would do one or the other? 

Mr. Srecrriep. It would do one or the other, yes, sir. 

Senator Kerr. If the experience was favorable, and the earnin 
in excess of the cost, that would be reflected either in what we have 
been talking about, a dividend, or refund of premiums to the employer 
or an increased benefit to the employee. ; 

Mr. Srrcrriep. That is correct, sir. 

Senator Kerr. All right. 

Mr. Strerriep. Apart from the fact that the operation of State in- 
surance laws and regulations would preclude any such moves, partie- 
ularly in the case of a mutual insurance company, the practical eon. 
siderations against any such attempt would be compelling. Not only 
is the business highly competitive but employers generally follow 
very closely the insurers performance and elaborate reports are fre- 
quently called for analyzing the financial aspects of the administra- 
tion of group plans. It is partly on this account that employers are 
so keenly aware of the unfavorable aspects of the present tax situa- 
tion, Employers are looking for and hoping for a substantial redue- 
tion in these taxes. They are following the development of this legis- 
lation very closely. It is inconceivable that a company could hold 
back or divert from insured pension plan contract. holders any relief 
which may be granted. 

H.R. 4245, without the special treatment provided for insured 
pension plans, would very substantially increase the tax discrepancy 
between such plans and noninsured trustee plans. With the special 
treatment provided in this bill, the discrepancy is ultimately reduced, 
However, for the first year it is substantially increased and then re- 
duced over a 3-year period. Even then, at the end of a 3-year period, 
it is not eliminated and we believe further relief is needed to remove 
the tax inequalities between insured pension plans and noninsured 
trustee plans. 

Senator Kerr. Any questions, Senator ? 

Senator Curtis. No, I think not. 

Senator Kerr. Mr. Siegfried, I want to thank you for this state- 
ment. 

I cannot tell whether my mind has been sufficiently disciplined and 
bettered to where I can understand or whether it would have been 
in a more lucid condition during these weeks had I heard this state- 
ment, to begin with. But it either has left me now reinforced in 
my misunderstanding or has enlightened me no end. { Laughter.] 


Mr. James H. Horn. All right, Mr. Horn, 


STATEMENT OF JAMES H. HORN, VICE PRESIDENT, SOUTHERN 
UNITED LIFE INSURANCE CO., MONTGOMERY, ALA. 


Mr. Horn. My name is James H. Horn. I am vice president of 
Southern Life Insurance Co. of Montgomery, Ala. My company 1s 
a capital stock legal reserve company. I have served as superintend- 
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ent of insurance of Alabama, and have some 9 years’ State adminis- 
trative experience in insurance. I have observed my company and 
many other new and growing companies in the South Atlantic region, 
and feel that my remarks will be repetitious to and supplement: al to 
their position on this bill, H.R. 4245. I, and my company belong to 
profession: al insurance associations and trade groups; and along with 
them wish to further the orderly growth and progress of the business 
of insurance. 

Asummary of my testimony is simply stated as follows: 

A. Delete from H.R. 4245, section 802, the provisions which impose 
the capital gains tax. 

B. Delete from H.R. 4245, section 802, the provisions which include 
the gains from operations as taxable income regardless of taxable in- 
vestment income. 

C. Delete from H.R. 4245, section 805, the provisions which impose 
the limitations of deduction from investment income for reserves 
liability; and prescribes an industry average percentage application 
by the Treasury. 

D. Delete from H.R. 4245, section 805, the provisions which grant 
an additional deduction: for investment yield on reserves of insured 
pension plans. 

E. Delete from H.R. 4245, section 815, the entire section and subject 
of taxation. 

An analysis of these points of objection readily projects the recom- 
mendation of my company. And that is to revise this bill to the end 
that it reflect the use of an excess investment income formula as the 
measure of the actual profit of the company. We also recommend that 
provisions be made for taxing “windfall income” and “specialty-line” 
companies through the use of a limited formula which relates invest- 
ment income to demonstrated excess gain from operations. 

Is it possible to depart from my testimony at this point / 

Senator Kerr. Yes. 

Mr. Horn. I had hoped Mr. Cade would be ahead of me because 
of his earlier testimony in the House on the specialty-line companies, 
so perhaps I will be getting into his bailiwick with these remarks; but 
we would certainly like to: make them anyhow, and that is, to develop 
the demonstrated excess gain from operation, to have a modification 
period of that accounting, and in a 3-year formula. 

Senator Kerr. With reference to phase 2 or phase- 

Mr. Horn. Phase 2; so that the excess, and the windfall income, 
the increase in your ledger assets from such thing as mergers and 
acquisitions and sell-off of the properties, such as were discussed by 
the American Life of Birmingham— 

Senator Kerr. They were not talking about the gains from a sale? 

Mr. Horn. No, sir. Their loss would—they would have a repre- 
sented increase in ledger assets by reason of the release of their reserves 
by reason of the business reinsured. 

My company bought a large volume of that business, and that is 
why otherwise, with noncommitted assets that came with that busi- 
ness we purchased from them, it would have represented a gain on an 
annual statement formula. 

So we need a smoothing out period for it. We need to provide, we 
feel, an orderly process ‘for the specialty-line companies to expand 
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and to develop and encourage them to go into the ordinary and ortho- 
dox lines of insurance under which a true and legal reserve will be 
readily apparent; will be evident; and that the shock of an excess 
taxload in any one year would not be an absolutely prohibitive thing 
or a deterrent. : 

Senator Curtis. What is windfall income in the life insurance 
industry ¢ 

Mr. Horn. Perhaps the best way to answer it, Senator, is by sayin 
“nonrecurring ;” and that would be from an exceptional release 9 
reserves, increased value of assets from book value to market value 
or disposable value which we acquired, not as a result of underwriting 
profits and true investments, but as a result of merger or acquisition 
of acompany. Ours isa case in point. 

I would really like to confine my remarks to our company, because 
we have that situation. 

Much has been said on the subject of capital gains as it relates to 
a life insurance company and its investment portfolio. Suffice it to 
say, that stocks constitute a negligible portion of the investment 
portfolio; and through the use of amortization techniques and valua- 
tion procedures of the National Association of Insurance Commis- 
sioners, stock transactions do not represent an adequate source of tax 
revenue, nor do they indicate the existence of a tax loophole. Further, 
stocks are not considered by the companies to be economically appro- 
priate or suitable investments in view of considerable legislation 
governing investments of reserves and capital. 

Gain from operation, as reported on the convention blank of com- 
panies to the insurance departments is but an accrual basis statement 
of the distribution of the total dollars and admitted assets received. 
The overage is not the profit. The overage is the amount by which past 
losses may be oneal and future losses or deficiencies be shored up. 
Each company has its own experience, and its own future. The gain 
or loss in operations for any given year is not the absolute mandate of 
the course to follow next year. The nature of its liabilities preclude 
the company’s making short-range accounting, or determining a pro- 
fit for the year, based solely on that year’s operation results. Premium 
income accounting cannot stand apart from investment income to the 
company, when assessing or defining a profit for taxation. We be- 
lieve that excess investment income is the fair and equitable source 
of taxable profits of a financial and savings institution. 

The application of an industry average percentage for limitation of 
deduction from investment income for reserves liability is not con- 
sidered compatable with our free-enterprise growth and development 
philosophy. Our company is as individualistic in character and scope 
as is the community and product we serve. We desire and request 
the privilege of development of new plans and modes of insurance— 
to be unfettered in our ability to contract for future liability—and 
to make certain that we are able to manage our fiscal affairs independ- 
ently; and to the end that we fulfill our obligations completely and 
at the same time have the opportunity of making a profit. The com- 
petitive forces presently operative in the industry encourages us to 
undertake these innovations. Now, to press upon the management the 
need for designing policies and contracts whose interest reserve com- 
mitments would be responsive to the industry-average limitation would 
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be a significant deterrent to us in that our chance for profit or service 
would be subordinated to the prevailing excess tax load imposed 
thereon. A case in point would be the limitation of reserves commit- 
ment for an individual variable annuity, and possibly a group vari- 
able annuity based upon the yet unproven reserve table adopted by the 
National Association of Insurance Commissioners in 1958. This 
table is presently operative in several States, and awaits legislation 
in Alabama. 

Our company does not presently insure trusteed funds or pension 

lans. We simply feel that it is unfair and discriminatory to build 
into law a guaranteed and tax-free withdrawal procedure of a portion 
of an investment yield that otherwise would be an eligible source of 
taxable profit. This procedure bespeaks an invitation to shift ad- 
ministrative costs and unencumbered funds to generate profits which 
are not a result of basic competitive effort. 

We consider the matter of separation of unencumbered funds as 
to policyholder’s equity and stockholder’s equity to be completely for- 
eign to the business of determining taxable income. The produc- 
tivity of the surplus of a stock company will be measured and assessed 
for taxes each year under the investment income approach. 

My company feels that investment contributions to capital and 
surplus should be identified as stockholder equity, to share in the 
rewards or losses of prudent management. The policyholder equity 
is essentially represented in the reserves liability apportionment of 
resources of the corporation. To infer an additional equity of the 
capital structure to the benefit of policyholders could be interpreted 
as an indictment of the profit motives of management, and reflect 
unfavorably upon the proven actuarial principles upon which policy 
reserves are calculated. 

An additional hazard to this separation of funds is the possible in- 
terpretations to be given these funds by the several State insurance 
departments. Life insurance rates are not presently regulated by 
the States. Certain statistical data on costs and loss ratios on spe- 
cialty-lines are filed in justification of rate structures to many depart- 
ments at present. It is possible that this proposed procedure of sep- 
aration of surplus for tax purposes might open the door for further 
efforts to regulate basic rates by some departments of insurance. We 
feel and recommend that the present procedure and acceptable method 
of calculation and distribution of surplus should remain unchanged. 

Again, if I may depart, Senator, to suggest that at this period, at 
this moment of testimony, that it also being in the 1942 act and in 
the 1955 stopgap Miller-Curtis Act; that we insert in H.R. 4245 
section 818, which is the 10-year spread for the small company. 

There may be some redundancy for the small business deduction in 
it, but we will, for the moment withhold comment on that. 

In conclusion, let me state that my company is completely com- 
petitive in rates and coverages. We compete with mutual, fraternal, 
mutual aid, and benefit associations in the States in which we operate. 
We do not have a domestic mutual life insurance company in Alabama. 
We seek the prevention of possible advantages in competitive or in- 
vestment practices, and earnestly request of this committee that it re- 
vise the bill before it. We urge the enactment of a permanent tax 
bill that will be conducive to the capital growth of all segments of 
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the industry, and yet be immediately responsive to economic trends 
of our national economy. We feel that a permanent tax act alon 
the lines of the law ee which we have paid taxes since 1955 wi 
provide this growth opportunity and produce appropriate revenue to 
the Treasury. 

Thank you very much for this opportunity to be heard. 
have inquiries, I shall do my best to oblige. 

Senator Kerr. Any questions? 

Senator Curtis. No. 

Senator Kerr. Thank you very much, Mr. Horn. 

According to the information before me that completes the list of 
witnesses who have been scheduled to appear, with the exception of 
one who, as I understand it, filed a statement and announced that he 
would not be here. 

Thus it brings the hearings on this bill to a conclusion. However, 
the record will be kept open until Tuesday morning for the filing of 
any additional statements pertinent to this question by parties or com- 
panies to be affected by it or the filing of the retraction of any state- 
ments heretofore entered and made a part of the record. 

Senator Curris. Does that apply to questions asked, too? 

Senator Kerr. Yes. [Laughter.] 

For myself and the committee, I want to express appreciation for 
the unbounded patience and great effort made by all of the witnesses 
to enlighten the committee on this bill with reference to which, so far 
as I have been able to discover, the only unanimous opinion is that 
it is difficult and complicated, therefore, one with reference to which 
all possible information has been and is needed. 

With those remarks, the committee will recess subject to the call of 
the chairman. 

(By direction of the Chairman, the following is made a part of the 
record :) 


If you 


STATEMENT FILED BY RicHAarpD C. Guest, VICE PRESIDENT, MASSACHUSETTS MUTUAL 
LIFE INSURANCE COMPANY OF SPRINGFIELD, MASs. 


Throughout the hearing great and repeated emphasis has been placed upon a 
contention that H.R. 4245 would place a discriminatory and unbearable burden 
upon stock companies, particularly small ones. The testimony being placed in 
the record at one time became so misleading that Chairman Byrd felt it neces- 
sary to read into the record the huge tax increases contemplated in a few of the 
large mutuals. In spite of this clarification, there may still remain some doubt 
as to whether the tax load under H.R. 4245 would in fact favor one type of op- 
eration at the expense of the other. 

In my testimony before the Ways and Means Committee in November 1958, I 
studied relative tax impact among the companies who were members of the 
American Life Convention. I wish now to place in the record a similar study 
this time related to 168 company members of the A.L.C., 121 stock and 47 
mutuals. They are representative of the business and represent a very large 
proportion thereof. 

Life insurance company receipts are almost completely made up of premiums 
diminished by policyholder dividends, if any, and earned interest. I call the 
total of these “adjusted gross receipts”. Adjusted gross receipts, although in- 
appropriate for use as a tax base, bear the same relation to company operations 
in all companies regardless of the nature of the business and regardless of 
whether the companies are stock or mutual. Taxes proposed under H.R. 4245 
have been compared company by company per thousand dollars of adjusted gross 
receipts. These results have been summarized. 
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Among the 121 stock companies as a whole, the taxload is $27.10 per thousand 
of receipts. Among the 47 mutuals as a whole the corresponding load is $32.50 
per thousand, 20 percent higher than among the stocks. It may be contended that 
this difference in result is due to the deduction of policyholder dividends. In 
my testimony I made it quite clear that we consider that dividends should be 
fully deductible in any corporate tax approach. Without in any way implying 
that dividends should not be deducted, and merely as a test of the most extreme 
assumption, the figures were recalculated with no dividends deducted. Result: 
$26.30 for stocks and $28.30 for mutuals. Hence, regardless of the impact of 
dividends, the taxload under H.R. 4245 is undoubtedly heavier on mutuals than 
on stocks. This is to be expected because of (1) the deduction from taxable in- 
come in phase 2 of 10 percent of the increase in nonparticipating reserves and 
(2) the 50 percent postponement of tax on taxable gains calculated under phase 2 
which applies to nearly all stock companies but seldom applies to mutuals since 
quite generally mutuals show no taxable gains except from interest. Any de- 
ferred tax payable in the event that the limit on the policyholder fund is reached, 
is definitely a stockholder tax and should not enter any comparison of the tax- 
load from the standpoint of the policyholders. 

Stock and mutual companies are equally characteristic of our great free enter- 
prise system. Although on the one hand a strong case can be made for a lower 
taxload on free enterprise operating at cost on a mutual basis, on the other hand 
there is no valid reason why the taxload on mutual insurance should be heavier 
than on nonparticipating insurance offered by stock companies. 

The recommended amendment to substitute the 5-year average earned rate for 
the mean of two interest rates in H.R. 4245 tends, to a small extent, to even the 
taxload. 

The recommended amendment to allow deduction of 50 percent of negatives, 
revealed through phase 2 by the deduction of policyholder dividends, would like- 
wise tend to result in a fairer distribution of the taxload. In fact this feature, 
although of great merit, seems to have been discarded in drafting H.R. 4245, not 
because it was unfair but because it was feared that in extreme circumstances an 
undesirable competitive condition might result and because it would seem to de- 
press the revenue below the predetermined acceptable level. The bill should be 
amended in some way so as to (a) minimize the possibility of the development of 
such an undesirable competitive condition and (0b) preserve the deductibility of 
extraordinary losses characteristic of all corporate tax law. 


(See also p. 149.) 


MurRRAY W. LATIMER 
INDUSTRIAL RELATIONS CONSULTANTS 


Washington, D.C., March 20, 1959. 
Hon, Harry Fioop Byrp, 


Chairman, Committee on Finance, 
U.S. Senate, Washington, D.C. 


Deak SENATOR Byrp: The Senate Committee on Finance has under considera- 
tion H.R. 4245 relating to the taxation of the income of life insurance companies. 
I earnestly request your support for amendments to H.R. 4245 which would treat 
the income allocable to the highly important pension and group insurance busi- 
ness of the life companies on a more equitable basis than is done by the House 
version of the bill. 

I am, and for many years have been, a consultant on pensions and other em- 
ployee benefits to unions, corporations, and joint labor-management administra- 
tive groups. Among those for whom I have served in the recent past are the 
American Federation of Labor and Congress of Industrial Organizations, the 
Brotherhood of Railway and Steamship Clerks, Health Insurance Board of the 
State of New York, the Kaiser Motors-UAW-CIO pension fund, the Kaiser Metal 
Products-U AW-CIO pension fund, the Montgomery County Board of Education, 
the Pacific Telephone & Telegraph Co., and the United Steelworkers of Amer- 
ica. For nearly 12 years I was Chairman of the Railroad Retirement Board; 
Iserved also on the Technical Board (and as Chairman of the Board’s old-age se- 
curity committee) of the Commitee on Economic Security, which was instru- 
mental in the preparation of the Social Security Act; and I was the first Director 
of what is now the Bureau of Old-Age and Survivors Insurance of the Social 
Security Administration. What I have to say in this letter is based on my ex- 
perience as a consultant in the pension and employee benefit field and as Govern- 
ment administrator of old-age insurance; the opinions expressed are my own and 
are not necessarily those of any whom I serve as consultant. 
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Under existing law, the investment income of a pension trust which has been 
approved by the Director of Internal Revenue pursuant to the provisions of gee. 
tion 401(a) of the Internal Revenue Code (sec. 165(a) before the 1954 code) 
is not taxed. But income from pension investments implementing insurance 
company underwriting of a plan with identical approval has no such exemption, 

Group life and accident and sickness insurance underwritten by commereig} 
insurers has always been subject to tax. Section 501(c) of the Internal Revenne 
Code exempts from taxation the income of many organizations engaged in under. 
writing life, sickness, accident and related benefits ; fraternal beneficiary societies, 
orders or associations; certain voluntary employees’ beneficiary associations: 
benevolent life insurance associations of a purely local character; and certain 
small mutual insurance companies. Blue Cross and Blue Shield organizations are 
also exempt from income taxation. 

The bill H.R. 4245 contains provisions which will roughly double taxes on in- 
sured pension business for 1958 as compared with 1957 and multiply group life 
insurance taxes by three or more. The taxes on the pension business will be 
reduced over a 3-year period; and by 1962 the total tax bill since 1958 may be 
slightly less than if the 1955 law had been continued without change. Substan- 
tial discriminatory taxation, in relation to self-administered trusteed plans, wil] 
remain. The increased level of taxes on the group life insurance will, under BLR. 
4245, be permanent. 

This increase in the level of taxes on the pension and group insurance busi- 
ness, already discriminatory, seems to me not in the public interest. 

It has been the policy of our Government—and I hope it always will be—to 
encourage employers to adopt pension plans to augment the benefits provided 
under the Social Security and Railroad Retirement Acts. This policy has a num- 
ber of facets: maintenance of benefits provided through governmental arrange- 
ments at a minimal level; the offer of tax savings to employers who maintain 
pension plans meeting certain statutory standards: capital gains treatment for 
certain lump-sum distributions from pension trusts; and, for approved pension 
trusts, exemption of income from tax. 

The stimulus of these encouragements, coupled with a high level of corporate 
and personal income taxation, has produced a phenomenal growth in industrial 
pension plans. There are now over 40,000 in operation covering perhaps 15 
million employees; the pace of establishment of new plans remains rapid. 

_ Governmental encouragement of employee benefit plans other than for pen- 
sions has occurred primarily in war and other emergency periods when wage 
control agencies denied cash wage increases in favor of employer expenditures on 
insurance plans. The growth of such plans has been rapid in part because con- 
tributions by employees have been more popular than has been true for pensions. 
In any event, I believe it desirable that the spread of these plans continue. 

To meet the needs of American industry, a very wide range of types of pen- 
sion and insurance plans is need. Many agencies have contributions to make 
toward the maintenance of these plans. Life insurance companies, through 
group insurance, annuity, and deposit administration contracts, are in position 
to render and in fact are rendering a great service to the maintenance of sound 
industrial pension and insurance plans. In my judgment, the service which 
insurance companies can perform has been artificially and undesirably restricted 
by tax discriminations embodied in the Internal Revenue Code, discriminations 
which would continue in substantial degree or be increased by enactment of 
H.R. 4245 in its present form. 

Insurance company pension and insurance services are most needed by the 
smaller companies; large companies may find such service advantageous but 
they have feasible alternatives. With the small companies, insurance of risks 
is essential for safety. The tax discrimination against the insurance companies 
has been a factor in leading companies toward unwise decisions not to insure 
or, in certain cases, to join in with other small employers, particularly in con- 
nection with plans agreed upon in collective bargaining, in operating self-ad- 
ministered plans. My observation of the latter is that in many cases they are 
likely to prove an inadequate substitute for insured plans: already, despite the 
handicap of the tax inequity, there has been some movement of the groups of 
small employers with pooled funds toward insurance. That movement ought 
not to be handicapped. 

This is particularly true for pensions. As an example, take the case of the 
steel industry. The United Steelworkers of America has collective bargaining 
agreements with over 2,000 employers in the basic steel and steel fabricating in- 
dustries: of these agreements, about 63 affect 2,000 or more employees. In all 
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of the group of 63 employers there is an agreed-upon pension plan. Some 220 
agreements cover between 500 and 2,000 employees; the great majority, but 
not all, of the employers in this group have pension agreements, with insurance 
company underwriting in perhaps 10 to 15 percent of the cases. The union 
agreements with about half of the employers having between 100 and 500 em- 
ployees provide for pension plans. There are few pension plans maintained 
either by agreement with the union or otherwise by most of the remaining 1,300 
employers having fewer than 100 employees. The steel industry is typical of 
many. Any substantial expansion of pension plans, where small employers will 
be primarily affected, will require that pooling of risk which insurance companies 
are unusually qualified to provide. 

There have recently been several investigations of the operation of “union 
health, welfare and pension funds.” So far as I know, the overwhelming 
majority of the pension and insurance funds which have been investigated have 
been honestly managed. It seems likely, however, that one result of these 
investigations, directly or indirectly, will be to make almost universal the prac- 
tice of selecting pension and insurance plan underwriters through competitive 
bids. In competitive bidding the immediate price rather than long-range cost 
tends to be the predominant factor in placing insurance business. Under these 
circumstances the consequence, for healthy further spread of private pension 
and insurance plans, of continuation of the discriminatory tax will be most 
harmful. 

It would be too much to say that no other way could be found to extend sound 
pension plans to small companies. Pools of small employers can be organized, 
and perhaps common trust funds may have a use in this connection greater than 
now seems probable. But without private insurance carries there will be no 
feasible method of any kind for a not insignificant number, and for most the 
alternatives may well be less satisfactory than insurance. For most life in- 
surance and sickness benefit plans there is no satisfactory alternative to in- 
surance company underwriting. 

To put the group annuity plans underwritten by insurance companies on a par 
with pension trusts these changes in the provisions of H.R. 4245 would be needed: 
(1) Exclude from taxable income all investment income and operating and 
capital gains attributable to the pension business; and (2) eliminate, for years 
after 1958, the staggered application of the exclusions. So far as other group 
insurance is concerned, complete exclusion of investment income and under- 
writing gains is probably not necessary. It would suffice to permit the full ex- 
clusion from taxable income of (2) the 2 percent of group life and group accident | 
and sickness premiums, but only to the extent actually set aside as a contingency 
reserve for the benefit of policyholders, and (b) all dividends to group life and 
group accident and sickness policyholders, even though such exclusion in step 2 
brings the taxable income below the amount determined under step 1. 

Clearly the tax law ought to encourage rather than discourage the accumula- 
tion of contingency reserves which, in group term insurance particularly, are 
essential for policyholder protection. Dividends are to a considerable degree a 
form of pricing which, in group life insurance, is made necessary by the minimum 
premium law for all companies doing business in New York. 

I understand that some witnesses testifying before your committee have alleged 
that the removal of the discriminatory pension tax will not benefit the pension 
funds, but rather will be used to reduce the net premiums to policyholders in 
other departments, to the competitive disadvantage of companies not in the 
pension business. Under State insurance laws such diversion would not be 
possible for a mutual company. Gains from pension and group insurance busi- 
hess must, in a mutual company, be allocated for the benefit of pension and group 
insurance policyholders. And while stock companies pay dividends, they must 
also compete with mutuals for business. On the basis of my long experience as 
an insurance and pension consultant and dealings with many insurance com- 
panies over many years, I am certain that, even without legal compulsion, re- 
ductions in pension and group insurance taxes will therefore directly benefit 
policyholders in these lines. 

I should make it clear that I have a personal interest in this matter. I have 
pension and insurance plans for my employees. Because my staff is small, and 
because there are no pools of any sort in which I could participate if I were so 
inclined, lack of private insurance underwriting would mean that I could have no 
pension plan. I would be willing to pay more for my plan than I now do if that 
were necessary to keep it in operation. But I can think of no good reason for 
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Murray W. LATIMER, 


STATEMENT oF T. C. McCULLOUGH, PRESENT, UNION NATIONAL LIFE INSURANCE 
Co. s 


I am Ted McCullough, president of the Union National Life Insurance Co 
domiciled in Baton Rouge, La. In addition to speaking for my own compan ' 
I believe that I am representing the views of all the companies domiciled i 
Louisiana. We have held statewide meetings concerning H.R. 4245. While 
we did not have 100 percent attendance, all companies attending expressed sup- 
port of the points I will mention ; and to my knowledge, none of the companies ip 
this State are opposed to these points. 

First, I would like to say that the companies of Louisiana desire to be 
placed on record as favoring Federal taxation based upon investment income 
alone. We feel this is the fairest way of taxation among the stock and mutual 
companies alike, and we urge you to develop a bill based upon this method. 

Should it be impossible to tax us on investment income only, we solicit your 
consideration of the suggestions below. In reference to H.R. 4245, we would 
like to say that we support the testimonies already given in behalf of— 

(1) The 5 year moving interest average. 

2) Tax exempt bonds. 

(3) A transition period from the 1942 law to the new act. 

(4) Liberalization of the small company deduction either by increasing 
the percentage to a maximum deduction of $25,000 or a flat $25,000 deduction 
and increasing the loss carryback to 15 years. 

I would like to mention two other points for your consideration. Section 815 
of H.R. 4245 requires the establishment of a shareholders surplus account and 
a policyholders surplus account and the amount in such account on January 1, 
1959, shall be zero. We would like to have that last sentence read, the amount 
in such account shall be zero on either January 1, 1958, or on January 1, 1959, 
at the option of each company. The tax is retroactive to January 1, 1958; there. 
fore, a company should be able to use January 1, 1953, if it so chooses to estab- 
lish its shareholders and policyholders account. I have talked with the Treasury 
eoncerning this alternative and believe that they will concur with me that this 
alternative should be placed in the bill. 

The final suggestion we would like to make concerns an alternate deduction 
to the 10 percent increase in reserves given stock companies in phase 2. 

Several witnesses have testified that a stock company needs a larger safety 
margin in the form of surplus than is needed by a mutual company. 

The House bill recognizes the need for a stock company safety margin provi- 
sion to equalize competition. The deduction for certain nonparticipating con- 
tracts, provided by section 809(d) (6), is based on that principle. We endorse 
the principle, but we respectfully urge that in its present form the goal of 
equalizing competition is imperfectly achieved. 

The need for the safety margin arises because of the long-term risk involved 
in principal types of insurance written by life insurance companies, and the 
nonpar deduction ought to reflect the degree of long-term risk. The long-term 
risk is not necessarily proportionate to the reserve on long-term policies. The 
bills’ current deduction, equal to 10 percent of increase in reserve on certain 
nonparticipating policies, may provide a reasonable deduction on the average, 
but there are many companies—especially small companies—which are exposed 
to a high degree of long-term risk on policies with lower-than-average reserves. 
Such companies need a higher nonpar deduction than companies with higher 
average reserves, but the present provision gives them a lower deduction. Thus, 
if the safety margin is determined by increase in reserves, those companies with 
the greatest need get the smallest deduction. 

To illustrate, let us take a term-to-age 65 policy and an endowment-at-age 65 
policy. The endowment policy builds up reserves rapidly, in order to pay back 
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the savings at age 65, and the higher the reserves grow, the lower is the remain- 
ing degree of long-term risk. The term-to-age 65 policy, on the other hand, 
doesn’t involve any savings account like the endowment policy—it provides pure 
protection, and the reserve stays relatively low and the degree of risk stays 
high. Under the present provision, based on increase in reserves, the policy 
with the highest degree of risk gets the lower deduction. 

To overcome that inequality in the safety margin provision, we urge that the 
pill be amended, retaining the present deduction based on increase in reserves 
put adding, as an alternative, a deduction based on 5 percent of premiums re- 
ceived. 

We believe that, on the average, a deduction equal to 5 percent of such non- 
participating premiums is equivalent to the present deduction based on 10 percent 
of increase in nonpar reserves. Individual companies that differ from the 
average by writing a larger proportion of high-reserve types of insurance would 
use the deduction based on increase in reserves, and companies which write 
a larger-than-average proportion of high-protection, low-reserve types of long- 
term insurance would use the alternative deduction based on premiums. Both 
types of deductions are needed to provide an equitable result. 

We urge that you add to the provision tha gives the deduction of 10 percent 
of increase in nonparticipating reserves an alternate deduction of 5 percent of 
premiums collected on nonpar business. 

Thank you very much. 


Tax FREE INTEREST AND H.R. 4245 


Statement of Stanford Z. Rothschild Sr., President Sun Life Insurance 
Company of America of Baltimore, Md. Speaking in behalf of over 120 Life 
Insurance Companies from all parts of the United States on H.R. 4245, Life 
Insurance Company Income Tax Act of 1959, Before the Senate Finance 
Committee. 


The purpose of this statement is to show that H.R. 4245 can be amended to 
give life insurance companies the same exemption for tax-free interest as is ac- 
corded all other investors without any appreciable net loss in revenue to the 
Treasury. 

It has been stated that if the life insurance companies were allowed to retain 
tax-free status on interest from tax-exempt securities, the revenue to the 
Treasury anticipated under H.R. 4245, would be reduced by about $32% million. 

We believe this is in error and that any loss that could occur would be sub- 
stantially if not completely offset for two reasons: 

First, such income is not taxable now, therefore produces no revenue to the 
Government. 

It is true that if H.R. 4245 is not amended, it could produce about $32% 
million, less the offsets herein stated, by taxing the life insurance companies on 
from 70 to 75 percent of their tax-free interest on any securities issued by the 
States and their subdivisions; a result which we believe the Congress would 
sincerely wish to avoid. 

If so taxed, the life companies, instead of venturing more freely into tax- 
exempt securities with their lower rate of return, may go largely to taxables 
with greater return. The same tax-free securities would then become available 
to others in high tax brackets, who would receive the very same income tax 
free. This again would produce no revenue for the Treasury. But 

If H.R. 4245 were amended as requested, the life companies, being encouraged 
to buy more tax-exempts, could to some degree replace investors in the higher 
tax brackets, making it necessary for the latter to move into taxable securities. 
The increased taxes which such investors would then pay on taxable income 
would partially offset the possible loss of revenue that is claimed. It is all 
a question of the rate of tax which applies to the individual owner of. tax-free 
securities. And if the Treasury is to suffer any loss at all, it must be because 
the life insurance companies would be paying a tax on tax-exempt interest. 

Second, if the life companies are allowed the full exemption already accorded 
all other investors, their increased activity in the tax-exempt field would push 
prices up, force yields down, and so make it easier for the States and their sub- 
divisions to handle their own financing. This, in turn, would lower the pressure 
on the Federal Government for aid, and reduce the drain on the Treasury. It 
is commonly known that individual investors hesitate at going too freely into 
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The above views are shared by several economists of nation: 
field of tax-exempt finance, among them— 
Walter A. Morton: 
Professor of economics, University of Wisconsin. 
Ph. D. University of Wisconsin. 
Former president, Midwest Economics Association. 
Consultant in financial matters to a large number of indust 


al reputation in the 


rial 
firms. and utility 
Author of numerous articles on taxation and finances includin 
“Housing Taxation.” & a book 


Harry L. Severson: 

B.S8., University of Minnesota. 

M.S., University of Chicago, School of Business. 

Additional graduate word, Department of Economics, University of Chicago 

Presently, financial consultant, New York City. ’ 

Author of “Municipal Credit Analysis,” published in “Municipals.” 

Frequent contributor to various journals, periodicals. 

Formerly head of Investment Research Section, Federal Deposit Insurance 
Corporation. 

Arthur R. Upgren: 

B.A., University of Wisconsin. 

Ph. D., University of Minnesota. 

Economic consultant, First National Bank of Minneapolis and St. Paul. 

Contributor, editorial pages, Minneapolis Star. 

Director, Green Giant Co., LeSueur, Minn. 

Formerly dean and director of research, Amos Tuck School of Business 
Administration, Dartmouth College. Vice president and economist, Federal 
Reserve Bank of Minneapolis. Chief National Economist, Division, De. 
partment of Commerce. Economic analyst, Department of State. 

And several others of like stature who have expressed general agreement, and 
who are now * preparing a written statement. 


Dr. Walter A. Morton’s penetrating analysis of the tax-exempt aspect of HR. 
4245 follows: 


Mapison, Wis., March 18, 1959. 
Mr. Harotp J. CUMMINGS, 
President, Minnesota Mutual Life Insurance Co. of St. Paul, 
Washington, D.C. 


Deak Mr. CUMMINGS: Pursuant to my conversation with your Mr. J. 8. Hill, 
I have studied the effect on total Federal income tax revenues should the present 
H.R. 4245 be amended as you propose to provide for full tax exemption of the 
income from State and municipal securities. 

After considering the pertinent facts and the relevant economic theory, it is 
my opinion that such treatment will not diminish, in any except perhaps in some 
insignificant and incidental manner, the total revenues of the Federal Govern- 
ment as compared to what they would be if H.R. 4245 were enacted in its present 
form. 

Briefly, the effect on total Federal revenue will be nil or negligible. 

This is true because the total loss of revenue from tax-exempt securities is 
determined by the total income from such securities multiplied by the rate and 
not by who happens to hold these securities. If A buys a tax-exempt security 
from B, he gains tax exemption and B loses it. The only possible differences in 
the revenue will depend upon whether A or B would pay a higher rate. In the 
instant case, the rate applied to insurance companies is the same as that paid 
by other corporations and most likely is lower than the rate which would be 
paid by private holders in the higher income brackets. 

In any event, the Federal revenue loss from tax-exempts is determined chiefly 
by the total volume of tax-exempt securities outstanding and not whether they 
are held by insurance companies or by others. 

Let me now state the general economic analysis and facts upon which this 
opinion is based. 
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1. By and large, those who purchase tax-exempt securities do so for the pur- 
pose of diminishing their tax liability. This liability is decreased in proportion 
to the height of the marginal rates of taxation. Hence the greatest benefit from 
tax-exempts accrues to the higher income groups. 

2. Corporations, chiefly financial, subject to the 52 percent corporate income 
tax rate, also have an incentive to buy these securities. 

8. This combined demand drives the yields down to a level lower than that 
on taxable corporate bonds of equal quality which, to that extent, offsets the tax 
savings. The net advantage to the holder, accordingly, is less than the tax- 
exempt income multiplied by the marginal rate. 

4. Insurance companies under the proposed legislation will have the same 
incentives as other corporations to diminish their income tax liabilities. They 
will, however, not be able to compete for those securities with individuals whose 
marginal tax brackets are above 52 percent. 

5. But insofar as the insurance companies acquire municipal securities that 
would otherwise go to banks or other corporations, the tax effect cancels out 
exactly. The income tax savings made by the insurance companies are lost 
to the banks and others, and total Federal revenues are unaffected. 

Insofar as the insurance companies purchase municipals that would otherwise 
go to individuals, the effect on revenues would depend upon the differential rates 
of taxation. Inasmuch as I do not know the holdings of tax-exempts by in- 
come groups, I cannot calculate the tax gain or loss, but I believe it to be a rea- 
sonable assumption that tax-exempts are held chiefly by those paying higher 
than the corporate rate. However, insofar as they are held by those paying 
less than 52 percent marginal rate, there would be some loss of revenue if those 
holders sold to insurance companies. But this would also happen if they sold 
to higher bracket individuals, to banks, or to other purchasers of municipals, 
and since this is not a phenomenon peculiar to the insurance companies it hardly 
constitutes a ground for differential treatment. 

6. At the end of 1957, total State and municipal tax-exempt securities outstand- 
ing in round numbers was $52 billion. The ownership was distributed as fol- 
lows, according to the U.S. Treasury Department: 


Billion 
Individuals, partnerships and personal trusts_.___.__-_____.__---__________ $22. 0 
Commercial banks______---- satel etapa nets eeensnatee icone, Fe gee eae ee ne 
TET TT TT ee eee a eet 2 ees eb ay 
NTE TT eee ee eg ee ae ee ke ee ee Ee 
PI an ntncendencreerenia map ranembiistgionarg dios mewes di Be 1.5 
Miscellaneous Oe ee ee Sen ee OE renee ee ae 2 ee Ye 1.0 
Sinking, trust and insurance funds of State and local governments_- 5.8 


RE te ig one tas Sab et at Ba. el cae erties 52.0 


1“The Life Insurance Company Fact Book for 1958” shows the holdings of life companies 
to be $3,163 million or only 2.1 percent of total assets. 

7. The question arises whether enactment of the proposed provision that in- 
surance company tax-exempt income be fully credited would lead to complete 
avoidance of taxation by insurance companies through the acquisition of tax- 
exempt securities. 

Even if this were to happen, as I already pointed out, it would automatically 
increase the taxes paid by others and would not affect total tax revenues. 

But I do not believe that it will happen for the reasons stated in paragraph 8. 

8. According to the information furnished me by you, about 30 percent of the 
income of insurance companies now comes from funds other than reserves and 
hence would be subject to the 52 percent rate. To completely avoid taxation, 30 
percent of total income would have to be derived from tax-exempt securities. 
Now even if the yield on municipals would be equal to the yield on other taxable 
securities (which it is not), it would require insurance company holdings of 
municipals to be increased 10 times, that is, from 3 percent to 30 percent of total 
assets, or from $3 billion to $30 billion. And since the yield on tax-exempts is 
lower than on other assets, complete tax avoidance would theoretically require 
municipals to be about 40 percent of total assets, or about $40 billion or 13 times 
present holdings. 

This means that the insurance companies would have to bid these securities 
away from other holders shown in paragraph 6. 


87532—59—45 
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9. To attempt to bid away those securities would drive yields down to the 
place where the yield differential between municipals and corporates would make 
this procedure undesirable and would, of course, subject the other holders to 
taxation which presumably the insurance companies were avoiding. 

10. Nor could the life companies get exemption through purchase of new js. 
sues. New issues of municipals are about $3 to $4 billion per year. At this rate 
it would take 10 years for the insurance companies to acquire $30 to $40 billion 
of those securities if they bought all new issues and no one else bought any at 
all. 

11. Insofar as it has any effect at all, the probable increased competition for 
these securities from insurance companies, assuming they remain completely 
tax-free, will drive down the rate further, and the beneficiaries of such interest 
rate reductions will be the municipalities and the property tax payers who will 
find their taxes decreased. 

12. I do not believe, however, that such lower yields on municipals will haye 
any appreciable effect on the total volume of municipal securities issued be. 
cause that will be determined by need of money for schools, roads, municipal 
construction and other purposes. These are, within existing levels, quite inde. 
pendent of interest rates. 

13. Any reduction in the rate of interest on municipal securities reduces by go 
much the total tax payments for property or sales taxes and thereby decreases 
the amount of tax deductions of individuals and corporations for Federal tax 
purposes. This, of course, would actually increase Federal tax revenue. 

14. We may now consider what will probably happen to holdings of municipals 
based on the experience of others. I have shown that complete tax avoidance 
would require that tax-exempts constitute about 40 percent of total assets of 
life companies instead of the present 3 percent. 

The experience of banks should throw some light on actual practice in this 
respect. The commercial banks are subject to a tax rate of 52 percent and 
now have the same incentive as insurance companies will have to avoid taxation 
of their income. Yet they have not carried municipal holdings to any extreme, 
partly for reasons of income and partly for considerations of liquidity. The 
insurance companies, however, would not be affected to a similar degree by the 
liquidity factor. 

Page 124 of the “Annual Report of the FDIC for the year ending December 
31, 1957” shows that the insured commercial banks received only 5.12 percent 
of their current operating earnings (gross income) from “other securities” 
which are mostly municipals. Their net profits before income taxes were 1.10 
percent of their gross, and after income taxes 0.64 percent. 

If the 1.10 percent had been subject to the full 52 percent rate, it would have 
left a net of 0.528 percent rather than the 0.64 percent. This shows that the 
largest corporate holders of municipals receive only a minor reduction in taxes 
from their holdings and do not carry this policy to attempt complete tax avoid- 
ance. The reason is that it would be impractical as well as unprofitable to 
do so. 

In 1957 the insured commercial banks paid $998 millions of income taxes 
compared to $275 millions in 1948 (Ibid., p. 40). There is, moreover, no sub- 
stantial change in the proportions of municipal securities held. 

15. I doubt very much, therefore, whether the insurance companies are likely 
to move into municipals by 30 percent or more of their assets. But if they 
should do so, other institutions and individuals will by so much lose the tax- 
exempt income gained by the insurance companies. 

16. I conclude that the feared loss of revenues to the Treasury from the 
proposal to allow full credit for tax-exempt income to insurance companies is 
without any foundation in fact. The real source of revenue loss is the very 
existence of tax-exempt securities. 

Sincerely yours, 


WALTER A. MorTON. 


Harry L. Severson, a consulting economist from New York, comments upon the 
tax loss involved in granting full tax exemption to life insurance companies 
as follows: 

“The wide ramification of a fundamental change in the application of the 
income tax makes extremely difficult the task of estimating the net loss of 
revenue to the Treasury which would result from an amendment to H.R. 4245 
giving life insurance companies the full benefit of tax-exemption. But it seems 
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apparent that the loss, if any, would be negligible when all aspects of the situ- 
ation are considered. 

“The loss in revenue to the Federal Treasury results from the very issuance 
of tax-exempt bonds. The principal appeal of these bonds has always been to 
investors in the higher tax brackets, and there is no reason to think this will 
not continue to be the case. To be sure at today’s prices investors in the middle 
income brackets could well afford to buy these bonds, but the fact remains that 
there has been no rush by this group to do so. Consequently, when life in- 
surance companies buy additional quantities of tax-exempt bonds, they will, 
for the most part, be bidding them away from corporations who are also in the 
52 percent bracket and from individuals who are in higher tax brackets, some 
even in the highest bracket. 

“Furthermore there are certain indirect benefits which would accrue to the 
Federal Treasury from a more active participation of life insurance companies 
in the tax exempt bond market. These offsets should be considered in evaluating 
the effect of any policy upon the Federal Treasury. 

“By holding down the interest cost on new offerings a policy which extends 
the market for State and local bonds would: 

“1, Reduce the amount of tax exempt interest on each bond. 

“2 Reduce debt service which, in turn, would reduce local taxes, and which in 
its turn would reduce deductions in computing net revenue subject to tax. 

“8. The lower interest rate on new issues would tend to reduce the pressure 
for additional Federal aid. 

“There are many imponderables but it seems unlikely to this writer that, with 
so many new issues coming to the market, a tax policy which has the effect of 
broadening the market for these bonds will result in a net loss of revenue to 
the Treasury.” 

Arthur R. Upgren, an economist of national reputation, writes as follows: 

“In H.R. 4245 is found a failure to exempt from taxation the interest on securi- 
ties which in the present interpretation of the Supreme Court of the United 
States shall remain tax exempt. Correction of the method of treating tax-exempt 
interest in its effects upon the proposed earnings base for life insurance com- 
panies is both required and desirable. In addition, this correction will produce 
gain for the Treasury. [Emphasis supplied. ] 

“The change contemplated in the rate of taxation of the life insurance indus- 
try and the needed correction in the treatment of tax-exempt interest, will pro- 
nouncedly shift tax-free securities into more favorable position as investments 
for the life insurance companies. 

“Inasmuch as it will certainly be the will of Congress that tax-exempt securi- 
ties will remain equally tax exempt when owned by life insurance companies, a 
greater flow of these securities into life insurance portfolios will result. The life 
insurance companies, being entitled to the same privileges granted other groups, 
will be receiving what they are entitled to. But there will be a diversion result- 
ing thereby. This will tend to shift other groups relatively away from tax-free 
securities. To the extent then that these other investment groups purchase tax- 
able securities, their income to that greater extent will become taxable. That 
will enlarge the flow of revenue to the Treasury accordingly. To the extent that 
these groups purchase common stocks, tax revenues will increase as substantially 
as the dividends are taxed, and by the amount of the capital gains tax upon such 
stocks as are bought for a long run capital gain or profit. These taxes are sub- 
stantially better, obviously, than the complete absence of tax revenues from the 
tax-exempt securities which these other groups will have formerly held. Munici- 
pal or tax-exempt securities are flowing into the capital markets in large 
amounts. Granted the continued tax-exempt status for the life insurance indus- 
try and assuming the passage of H.R. 4245 with this needed correction, the life 
insurance companies will acquire a larger, much larger, portion of fresh issues of 
these securities. Other investor groups whose relative appetite for the tax-ex- 
empt issues is not similarly changed will acquire more of the taxable issues, and 
more of their other alternative, namely, common stocks. This will, given their 
non-tax-exempt status, improve the tax yield to the Treasury from the income of 
these investments and from such capital gains as may be made.” [Emphasis 
supplied. ] 

Testimony submitted to the Senate Finance Committee states that approxi- 


mately the same treatment was accorded tax-exempt interest in the 1942 law as 
18 proposed in H.R. 4245. 
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The 1942 law and the stopgap laws were completely different in concept fr 
the proposed legislation. They were, basically, industry-wide excise taxes — 
ing no relation to a particular company’s individual profits. In using an arbi. 
trary industrywide percentage to determine taxable investment income ta ; 
exempt income was excluded. oi 

But it is claimed that in determining the industrywide percentage the Secre. 
tary of the Treasury in effect taxed on an industrywide basis part of the tax. 
exempt interest. The proposed law H.R. 4245 abandons the industrywide a 
proach and taxes each company on its own earnings. > 

This points up the fundamental distinction between all previous methods of 
treating tax-exempt income and H.R. 4245 except for the 1921 law which was 
changed by litigation. 

The 1942 law did not penalize a life insurance company for its individual 
amount of tax exempts by reducing its deduction to the extent that it held tax- 
exempt securities. 

There was no such thing as an individual company receiving a smaller deduc. 
tion to the extent that it held a larger amount of tax-exempt securities. 

H.R. 4245 is the first actual law attempting to determine an individual com. 
pany’s taxable income from investment results and from operation. As such, it 
should not be the first law to increase an individual company’s taxable base by 
the partial inclusion of its tax exempt income. i 

In a word, since any loss of revenue that may be claimed must result from 
what would be a tax on 70 to 75 percent of the tax-exempt interest of the life 
insurance companies, and since such loss as may be claimed would be largely 
offset anyway for the two reasons stated, is it not fair and reasonable to ask: — 

1. Why discriminate unfairly between the life insurance companies and 
all other investors in tax-exempt securities ? 

2. Why threaten by precedent the very existence of tax-exempt securities? 

3. Why risk litigation of what may at least be a constitutional question 
and still end up with no additional revenues? : 

Obviously, if the life insurance companies can be taxed on tax-free interest, 
directly or indirectly, any and all other such investors can and probably would 
be taxed later in the same way. 

Indeed, has the Congress ever before drafted a tax pattern for any group of 
taxpayers by first fixing the amount of revenue desired, then, in fixing the 
formulas for raising the funds needed, attempted to make up part of any 
deficit by taxing the tax-exempts owned by that particular group? . 

Should not all the taxes needed be raised by taxing taxable income only? 

The 1959-60 fiscal year budgets $500 million in tax receipts from the life in- 
surance industry. 

However, estimates for revenue produced by H.R. 4245 approximate $545 
million for 1958 and $600 million for the calendar year 1959. 

Therefore, there seems to be no need for taxing State and local bonds, in part, 
even from the pragmatic aspect of tax revenue requirements. 





Question. Could the life insurance industry then eliminate all, or substantially 
all of its remaining tax liability of $516,500,000 by the purchase of additional 
tax-free bonds? 

Answer. No. 

As long as State and municipal bonds are tax-exempt, their purchase and 
ownership serves to eliminate tax liability. This escape is open to all investors, 
corporate and individual, but it is purely theoretical, and does not happen in 
practice. 

Assuming tax avoidance was an objective in itself, commercial banks, casualty 
and fire insurance companies could invest all their funds in tax-exempt securities, 
and so could life insurance companies—but in practice they would not because— 

1. This would be physically impossible (reference B). 

2. This would be impractical (reference C). 

3. This would be self-defeating (reference D). 

4. If life insurance companies were to make such an effort, the Treasury 
would not lose tax revenue in an overall sense, but would actually gain 
(reference D). 
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REFERENCE B 


If tax-free bonds were fully excludable from taxable income, the net tax bill 
remaining under H.R. 4245 for the life insurance industry would amount to 


$516,500,000. 

The tax-free income needed to eliminate this tax would be $1,061 million. 
gaundéer phase I... ...........---..+-----~--- $480, 000, 000 ; 
Tax-free income needed at 52 “percent WOOO rcisteinctsatisdie- beac . $922, 000, 000 
Beemeeer PNASO Tl 6. och ee eee oe 36, 260, 000 
Tax-free income needed at 26 percent rate___._.---_--_--~-~-~~- ‘ 188, 000, 000 

Total Lb tected tothe cites tet dscccgbacmandbade eta diite hie 1, "061, 000, 000 


Capitalized at 3.68 percent (current Moody average yield for A rated 20-year 
tax-exempt bonds) this would require more than $28 billion, in principal value 
of bonds. 

Toshow why this is a physical impossibility : 

Billion 
1957 U.S. Bureau of Census State and local bonds, 1970 or longer, total 

outstanding i wiatevial 2k. a 
1956 Census Bureau showed 11.6 pere ent of total State and loc al bonds 

held by sinking, trust and investment funds of such governmental units 


_$23 





(latest figures available). Ma De bee Se OB ._ 2.66 
(Serial bonds are retired in order; longer bonds are usually held 
in such funds; therefore this 11.6 percent is probably low as a 
percent of long bonds.) Leaves____---- wee a 20. 34 
Already owned by insurance companies (Census Bureau) (1956 actual 
figures, plus life insurance increase for 1957 only; probably low) ----- —6.8 
Total ae Fe mieeeenmage” DC 


Therefore, of the 1957 total outstanding supply of St: ite and local bonds 
of $50.7 billion outstanding, only $14.54 billion, or 28.5 percent were 
physically available, even in theory, for life insurance company pur- 
chase. The 1958 increase in total outstanding as estimated by the 
Daily Bond Buyer was $4.7 billion (net of retirements) * 28.5 percent... +1. 34 





Total ; sas sauies leeiarieee ie naa cosets = eehlosine Me lag 15. 88 


The physical supply of tax-exempt bonds in existence today is only slightly 
over one-half of the supply needed to wipe out the tax liability of the life insurance 
industry. 

REFERENCE C 


The outstanding supply that could be theoretically purchased must be further 
reduced because of bonds that are too low in quality for institutional investors, 
such as untried, marginal facilities of a revenue type. In addition, bonds that 
are of very high market quality such as AAA bonds, yield so little that they 
would not compare economically with yield available from taxable investments, 
even after a 52 percent tax rate. 

It is entirely impractical for the life insurance companies to acquire tax- 
exempt bonds in large quantities from investors who presently own them. 

These bonds are already owned by other taxpayers who save the full 52-per- 
cent tax rate in the case of corporate holders. Individuals, and trust accounts 
who are owners of such bonds, are substantial owners only if their surtax 
brackets tend to be 50 percent or higher. 

The industry would have to bid against people whose tax advantage in owing 
such bonds would be equally great, or greater, since the life industry’s effective 
tax bracket lies somewhat between 52 and 26 percent. 

The only practical source for the industry to increase its holdings of tax- 
exempt bonds would be from the floating supply in dealers hands (usually be- 
tween $200 million and $300 million) and the net annual increase in State and 
local bonds issued. 

After deducting short bond purchases by commercial banks, of $1 billion, 
Salomon Bros. & Hutzler estimates that 1959 will bring an increase of $3.5 billion 
in State and local debt outstanding. 
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Therefore, the only practical means of tax-free bond purchase to the 


industr 
is from the new supply which is growing less than the industry’s net increase i, 
assets. 


REFERENCE D 

If life insurance companies began placing any significant portion of their new 
assets in tax-free bonds, in competition with investors such as other insurance 
companies, trust funds and individuals, the yield on such bonds would decline 
and buying less corporate obligations would depress corporate bond prices and 
thus increase corporate bond yields. Therefore, supply and demand would act 
to reduce tax-free yields to a point where tax advantage to a life insurance com. 
pany becomes smaller than loss of yield. For example: Taxable investments 
yielding 5% percent will give a greater net return after taxes than a tax free 
bond yielding only 3 percent. 

In other words, a taxpayer would rather receive $55 of taxable income and 
keep $35, than receive $30 of tax-free income on which no tax is due. 

As long as the constitutional privilege of tax-exemption for State and munici- 
pal bond interest is respected, the Treasury will lose the income tax on such 
interest, no matter who owns these bonds. The amount of such income tax lost 
through tax exemption varies according to the tax bracket of the respective tax- 
payer. This has a twofold result: 

1. Taxpayers subject to a higher effective tax rate than life insurance com- 
panies (such as many individual buyers of tax-exempt securities and some insti- 
tutional invsetors) can afford to pay higher prices for the same tax-free bond and 
yet realize a better net return. 

2. The Treasury loses a larger amount of tax whenever a tax-exempt bond is 
held by an investor subject to a higher effective tax rate than the life insurance 
industry. 

While it may be true that State and municipal authorities may be able to 
sell more bonds whenever the demand in the bond market is favorable to the 
floating of new issues, the total supply of tax-exempt securities over a long 
period of time will not be affected by market conditions. The amount of tax- 
exempt bonds outstanding will be determined by State and municipal needs. 

In conclusion, if life insurance companies had full exclusion from taxable 
income as part of their tax legislation, simply putting them on a parity with 
other corporate taxpayers, they would have no more incentive than any other 
corporation to own tax-exempts, and the Treasury can only lose the tax receipts 
on such income but once. 


(The following supplemental statement by Stanford Z. Rothschild, 
president, Sun Life Insurance Co. of America of Baltimore, Md., is 
placed in the record at the request of Senator John Marshall Butler.) 
COMMENTS ON THE TREASURY MEMORANDUM CONCERNING “THE 


or TAx-ExeEmMpT INTEREST RECEIVED BY LIFE INSURANCE 
PRESENT LAW AND H.R. 4245” 


TREATMENT 
COMPANIES UNDER 


I 


The Treasury states (p. 1, par. 1): “H.R. 4245 provides for the exclusion from 
taxable income of interest on wholly tax-exempt securities. This exclusion or 
deduction applies in all phases of the computation of the proposed tax base for 
life insurance companies.” This is not a complete statement of all facts. While 
it is true that tax-exempt interest is excluded at first in calculating net income, 
a large portion of the “excluded” tax-free interest is added back subsequently, 
with the effect that it partially nullifies the prior exclusion. As a result, taxable 
income is increased because tax-exempt interest was received. 


II 


The Treasury states (p. 3, par. 3): “The adjustment to prevent double de 
ductions under H.R. 4245 is virtually the same in effect as built-in adjustments 
for the same purpose under present law (the 1942 formula), the 1955 stopgap, 
the 1950 formula, and the flat rate tax of 6% percent applicable in the period 
1951-54.” This statement is incorrect. Under the 1942 law and the subsequent 
formulas, a flat percentage deduction was allowed for reserve and other policy 
liabilities. In other words, each company reported its net investment income, 
after excluding tax-exempt interest. The flat percentage ratio was then applied 
to this net income. There was no further adjustments because of tax-exempt 
interest. All life insurance companies reporting the same net investment income, 
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would be allowed the same reserve deduction, even though one or the other 
Under H.R. 4245, if two 
companies reported the same net investment income, the company receiving tax- 
exempt interest would be allowed a lower deduction than the other company 
which received no tax free interest. This is indeed a novel feature in life in- 
surance tax legislation; it breaks with the established rule that tax-exempt in- 


company might have received tax-exempt interest. 


terest must be ignored in income tax calculations. 


The following examples, using the same figures as the Treasury memorandum 
will highlight the difference between the older laws and the bill: 








Company A 
(owns tax- 
exempts 


| 
| 





Company B 
(no tax- 
exempts) 


1942 law 





Net investment income. $100. 00 $90. 00 
Less tax-exempt interest 10. 00 eae 
Taxable net income i ‘ Co y 90. 00 | 90. 00 
Reserve liability deduction........ Sans | 67. 50 | 67. 50 
Adjusted taxable income of 22. 50 22. 50 
| 
H.R. 4245 
a 
Net investment income -| $100.00 | $90. 00 
Less tax-exempt interest 10. 00 ca 
Taxable net income | 90. 00 90. 00 
Deduction for investment yield on reserves 75. 00 75. 00 
Less adjustment for tax-exempt income 7. 50 None 
Net reserve deduction 67. 50 75. 00 
Net income 90. 00 90. 00 
Net reserve deduction 67. 50) 75, 00 
Adjusted taxable income-.-. ae 22. 50 15. 00 
1 Secretary’s ratio, 75 percent. 
In the example above, the 1942 law levies the same tax on both companies. H.R. 


4245 imposes a higher tax on the company receiving tax exempt interest. This un- 
derlines the fact that the treatment of tax free interest in the 1942 law is by 
no means “virtually the same” as in the proposed bill. 


Ill 


The Treasury states (p. 4, par. 2) that the 1942 law eliminated the double 
allowance of tax-exempt interest and that the method of making the adjust- 
ment under H.R. 4245 differs only in superficial respects. This statement is not 
correct. Under the 1942 law; a uniform percentage ratio was used to calculate 
the deduction for policy reserves for all companies. The dollar amount of the 
deduction varied between companies only in exact proportion to their net tax- 
able income. 

The percentage ratio was determined by the Secretary of the Treasury on 
the basis of industrywise statistics supplied by all tax-paying life insurance com- 
panies. The formula included aggregate deductions for reserve earnings, inter- 
est, paid and deferred dividends; it also provided an adjustment for tax-exempt 
interest received by all life insurance companies. There was no change in the 
ratio because an individual company had larger than average holdings of tax- 
exempt securities. The same ratio was used for companies holding above-aver- 
age portfolios of tax-exempt bonds, as was applied to companies holding no tax- 
exempt securities at all. 

Inasmuch as the 1942 formula was constructed on the basis of—among many 
other ingredients—the average tax-exempt bond interest received by all com- 
panies, any company receiving above average amounts of tax-free interest was 
in fact favored. Companies enjoying no tax free interest or a less than average 
amount of tax-exempt income, were actually placed at a disadvantage. This is 
just the opposite effect from the method proposed in H.R. 4245 for the treatment 
of tax-free interest. No wonder, the Treasury found (p. 6, par. 1) that “the con- 
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stitutionality of the method used in the 1942 formula and other subsequent 
formula to prevent a double deduction has not been challenged,” certainly not by 
companies holding substantial amounts of tax-free securities. Actually, the jp. 
gredients used in determining excise tax formulas are always arbitrary, and no 
constitutional complaint should be raised against the type of ingredients used, 
The 1942 law did not consider the individual situation of the company in deter. 
mining its reserve liability deduction. This was pure excise tax legislation. 

H.R. 4245 however attempts to establish the reserve liability deduction on the 
basis of each individual company, giving due consideration to its contractual re- 
quirements and to its actual investment results. This is not an excise tax, and 
practices permissible under deliberately arbitrary excise tax procedures, are hot 
at all acceptable within a regular income tax system. 

The radical difference between the two tax methods has best been illustrated 
by the results shown in our sample comparisons above. Under the 1942 law 
the final tax base remained the same after the deduction for policy reserve 
liabilities, whenever the same amount of taxable net income had been reported 
before applying the flat percentage rate deduction. Under H.R. 4245, even com. 
panies reporting the same net investment income will end up with different tax 
bases whenever the reserve liability deduction is reduced because of tax-exempt 
interest. 

The Treasury has suggested (p. 4, par. 2) that H.R. 4245 might be rewritten by 
incorporating the same mechanical procedure for eliminating a double deduction 
used under the 1942 formula. If this were to be done, the Treasury should keep in 
mind that the 1942 law allowed the same deduction to all companies reporting the 
same net income, that there was no additional burden to the tax base because of 
tax-exempt interest. At the same time, any new tax formula must preserve the 
solvency of all life insurance companies by not impairing taxwise their ability to 
set aside the interest required to fulfill their contractual obligations. 

The 1942 law intended to eliminate a “double deduction of tax exempt interest” 
by applying the flat percentage credit to net income after deducting tax-exempt 
interest (report to Congress, Internal Revenue Bulletin for 1942, p. 610). This 
was illustrated by the following example taken from the report: 


Gross income 


aisle siothencnaiahideretasiaeaiicaitii eaten Sohameer nadine ioe ae 
Less : 

Si I a nae wits oa 700, 000 

Investment expenses___________________. iar i 100, 000 

in ceeetapaiccp abe ane 80, 000 

ee onisaedniniaias 20, 000 

Neen eee ne nnn ec tiadinenearaheetvanpa<oeceohaeticaiccane "Tae 

Reserve liability deduction at 93 percent___._.________- naask eneiat aan: 

Adjusted taxable income___________- si ti tat 217, 000 


IV 


The 1942 law intended to eliminate the “double deduction of tax exempt in- 
come” by applying the flat percentage rate to net income only. There was no 
further adjustment by scrutinizing the items excluded from gross income. Neither 
the type nor the size of these excluded items, such as expenses, depreciation or 
tax exempt interest was subsequently considered in arriving at the tax base. 
H.R. 4245 singles out tax exempt interest whenever it has been excluded from 
gross income. It manipulates the deduction by throwing back part of tax free 
interest, but ignores the other types of excludable items. H.R. 4245 thereby dis- 
criminates against holders of tax exempt securities among the life insurance 
companies. 

Vv 


Life insurance companies have two kinds of gross investment income: On the 
one hand, there is the income which has to be set aside to cover actual expenses 
and the liabilities to the policyholders. On the other hand, there is free invest- 
ment income, not needed for the operation of the company; this excess income 
is fully taxable. 

All tax laws dealing with life insurance companies have allowed deductions 
from income for required interest. Even the excise tax formulas have provided 
for such deductions. The basic reason for this deduction is that required inter- 
est cannot be construed to be true income or profit, just as the cost of goods sold 
by a merchant must be eliminated from his gross income. 
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Tax exemption of interest from State or municipal bonds, is not connected 
with the business requirements of the taxpayer. The exemption springs from 
the nature of the bond instrument. Therefore, tax exemption of State or 
municipal bond interest is not in any way related to the deductions allowed for 

or other reasons, such as depreciation, business expenses, charitable con- 
tributions, medical payments, etc. None of these deductions are reduced when 
a taxpayer also receives tax-exempt interest. 

The Treasury however refers to section 265 of the code, which provides that 
no deduction shall be allowed for interest relating to tax-free interest (memoran- 
dum, p. 1, par. 2). Under this provision, interest paid on loans to carry tax- 
exempt bnods, cannot be deducted from taxable income. But, the law pro- 
hibits only the deduction of interest paid in connection with specific loans in- 
curred for the purpose of carrying tax-exempt bonds. Most emphatically, the 
law does not automatically reduce all interest deductions of a taxpayer because 
somehow he also received tax-free income. For instance, a homeowner paying 
interest on his mortgage, does not forfeit all or part of his deduction for 
the mortgage interest, simply because he also received interest from tax- 
exempt bonds. 

H.R. 4245 automatically reduces the deduction for required interest, whenever 
and to the extent that a life insurance company enjoys tax-free interest. Con- 
sequently, the provisions of H.R. 4245 are not at all consistent with the general 
treatment established in section 265 for a quite exceptional situation. 


VI 


The Treasury claims that the treatment of tax-free interest in H.R. 4245 
prevents double deductions of such interest. As we have seen, however, the 
deduction for required interest is basically unrelated to tax-exemption on State 
or municipal bond interest. The two deductions are independent; they should 
lead to separate allowances. Why should they not be granted together? 

The deduction for required interest stands on its own feet; it has no con- 
nection with tax exemption of certain privileged bond interest. It is note 
worthy that H.R. 4245 allows the fullest possible deduction for required in- 
terest to the life insurance company receiving no tax-free interest whatsoever. 

The exclusion or deduction of tax-exempt interest is rooted in the con- 
stitutional privilege inherent in State and municipal bonds—no matter for what 
purposes they may be held and by whom. The exemption of this interest does 
not spill over into other taxable income. For instance, when tax-exempt interest 
exceeds taxable income, it cannot be used to offset profits or other gains from 
operations. There is no negative effect beyond the strict category of tax-exempt 
interest. Conversely, no other deduction should impinge upon tax free interest, 
thus reducing the privilege flowing from the ownership of State or municipal 
bonds. 

As long as both allowances are independent of each other, the granting of one 
should not interfere with granting the other. Where both allowances are justi- 
fied on their own grounds, there is no “double” allowance. 


Vil 


The Treasury states (p. 3, par. 3) that the proposal to eliminate the “adjust- 
ment for double deductions” would in effect apportion taxable investments to 
policy reserves and the tax-exempt investments to surplus funds. This analysis 
is correct. It actually confirms our findings that no “double allowance of de- 
duction” exists as long as the deduction for required interest concerns only 
the interest on policy reserves, while tax-exemption is confined to free excess 
interest. The Treasury claims that such treatment would be “unrealistic” and 
would result in an unusual tax advantage for life insurance companies by virtue 
of their unique taxing formula (p. 5, par. 3). This is a strange statement. Far 
from being “unusual treatment,” such treatment is in fact accorded to all other 
investors in tax-exempt securities. Casualty, fire, and any other insurance com- 
panies as well as commercial banks are permitted undiluted and full exclusion 
for tax-exempt income. As yet, no other group of investors has been compelled 
by any other tax law to modify their regular deductions because of tax-free 

come. 

The Treasury admits that the effect of full tax exemption would be limited to 
interest on surplus funds. It recognizes thereby that interest on policy reserves 
and interest on surplus funds are quite distinct. How could there be an ob- 
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jectionable double allowance when e: 
of total income? 

Under the 1942 law and the other excise tax formulas, each life insurance 
company was presumed to have an identical percentage of free income. In 1942 
for instance, 93 percent of net income was presumed to be required for reserves, 
while the other 7 percent was presumed to be free or excess income. H.R. 4245 
no longer presumes the existence of any free income; it seeks to establish the 
true situation. Under this bill it would be possible that a life insurance company 
might report no free or excess investment income. Such a company would pay no 
tax under phase I of the proposed law. To use a somewhat extreme situation for 
illustration: A life insurance company might conduct its investment operations 
in such a manner that it covers only required investment income. In the lan- 
guage of the Treasury, this company would have kept its capital and surplus 
funds uninvested—most likely in cash. Under H. R. 4245, this company would 
be allowed its full deduction for required interest but this deduction would ex. 
haust all taxable income from investment. Yet, under the same bill, another 
life insurance company choosing to invest its capital and surplus funds in tax. 
exempt bonds—instead of in cash—would have its deduction for required jp. 
terest reduced in proportion to the tax-free income received. 
would pay a tax. 

This example illustrates how H.R. 4245 penalizes the ownership of tax-exempt 
bonds by life companies. 

H.R. 4245, though purporting to be a true income-tax law, actually intro. 
duces a mandatory presumption, that each life insurance company which owns 
any tax-exempts, has, in fact, invested policy reserves in part of these tax exempt 
securities. 

This is not a true income approach because it denies life insurance companies 
the freedom to invest their capital and surplus funds at their own discretion. 

This mandatory presumption was a characteristic of former excise tax for- 
mulae, where it was acceptable in line with the arbitrary imposition of flat rate 
taxation. 

Such a feature has no place in a tax levied on true income 


ach deduction is confined to a separate par 


This company 


VIII 


As long as tax exemption is an acceptable feature in our political system, tax- 
payers will have an opportunity to reduce their tax liability by investing in tax- 
exempt bonds. This result should be objectionable only to those who disapprove 
of the concept of tax-exemption as such. 

Even under the 1942 law, a life insurance company could have wiped out all 
tax liability by holding a sufficiently large amount of tax-exempt bonds. Un- 
der present laws, all taxpayers have the privilege of avoiding tax on their in- 
vestment income by placing their assets in tax-exempt securities. In practice, 
no single group of investors is known to have resorted to this arrangement asa 
matter of general policy. The reason lies in the fact that the yield differential 
betwen tax-exempt and taxable bonds is greater than the tax benefit to the 
average corporate investor. Any attempt by a group of investors to place large 
funds into tax-exempt securities, would further increase the yield differential. 
The loss of net return would exceed the tax saving. 


Ix 


The more taxes are increased on any group of investors, the greater becomes 
their incentive to invest in tax-exempt securities. This natural function of an 
economic law can be obstructed by legislation, only if the normal advantages from 
tax exemption are denied to the investors in question. This would be discrimi- 
natory legislation; it would also remain useless and ineffective unless and until 
all other potential investors in tax-exempt bonds are placed under the same 
restrictions. 

The Treasury concludes its memorandum by warning that the tax take pro- 
jected under H.R. 4245 would be jeopardized if life insurance companies were 
granted full benefits of tax exemption. In other words, the Treasury admits 
that H.R. 4245 is a legislative attempt to deprive life insurance companies of 
full tax-exemption in order to increase the tax bite. This then is clearly an at- 
tempt to discriminate against life insurance companies as far as the treatment 
of their tax-free interest is concerned. At the same time, it is an attempt to 
sabotage the principle of tax exemption in its application to individual tax- 
payers. Is this the will of Congress? 
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STATEMENT OF PATRICK HeEALy, Jk., ExeouTive Director OF THE AMERICAN Mvu- 
NICIPAL ASSOCIATION, BEFORE THE FINANCE COMMITTEE OF THE U.S. SENATE 
RELATING TO THE TAXATION OF THAT PoRTION OF INCOME OF LIFE INSURANCE 
CoMPANIES DERIVED FROM INTEREST ON STATE AND MUNICIPAL BoNps UNDER 
H.R. 4245 


This statement is submitted in behalf of the American Municipal Association 
which represents approximately 13,000 municipal governments in 49 States and 
territories, both directly and through State leagues of municipalities. These 
municipal governments are dedicated to the preservation of the constitutional 
immunity of State and municipal bond interest from Federal income taxation. 

Our national municipal policy on this subject reads in part as follows: 

“The constitutional immunity of State and local activities from Federal taxa- 
tion must continue intact without exception. Therefore, we call upon the Con- 
gress to retain the statutory exemption of all State and local obligations and 
activities.” 

Our first interpretation of the tax treatment of municipal bond interest re- 
ceived by life insurance companies under H.R. 4245 was erroneous. We were 
under the impression that such interest had been allowed as a deduction or 
exclusion twice and that in order to prevent such double deduction some of it 
was added back. This was on the mistaken assumption by us that life insurance 
companies, like all other taxpayers, did not need to report tax-free interest in 
their gross income. 

We are now informed that life insurance companies even under existing law 
must report tax-free interest in gross income. While other taxpayers under sec- 
tion 103 of the Internal Revenue Code of 1954 exclude exempt interest from their 
gross income, section 11(d) (2) of existing law specifically excepts insurance com- 
panies from the imposition of the usual corporate tax and provides specifically 
for their taxation under section 801 and subsequent sections. 

Therefore, while section 804(c)5 of H.R. 4245 allows tax-exempt interest as 
a deduction from gross income, this is not a double deduction. It is the first 
such deduction, because tax-free interest is included in the gross under section 
804(b)1(A) of the bill. 

Having deducted such tax-free interest (rather than having excluded it in 
the first place), the bill then proposes to add back a portion of it and make 
such bonds taxable. It is misleading for the Treasury Department to explain 
this as an adjustment to prevent a double deduction. 

It is, in fact, a tax on the interest from State and municipal bonds. As such 
it violates the immunity of such bonds from Federal income taxation. ‘'There- 
fore, we call upon the Congress to retain the statutory exemption of all State 
and local obligations by amending H.R. 4245 to remove such taxation. 

For any income from State and municipal bonds to be made taxable in this 
bill would be the opening wedge to apply the same principle to all other tax- 
payers. This would be the “foot in the door” approach to eliminating entirely 
the tax-exempt feature of State and municipal bonds. Aside from the uncon- 
stitutionality of this attempt to tax part of the income derived by one class of 
taxpayers from municipal bond interest, there are numerous social and economic 
arguments justifying tax exemption of such securities. Not the least of these is 
the higher interest rates which State and local governments would have to pay 
if such a Federal tax were imposed on all their bonds in the future. This higher 
cost of financing State and local government would inevitably result in ever- 
increasing demands for more and bigger Federal aid or even subsidies. 

We, therefore, respectfully request your committee to amend H.R. 4245 in sub- 
section 805(e), 809(f) and such others as are necessary to eliminate their taxa- 
tion of tax-free interest. 


NATIONAL ASSOCIATION OF COUNTY OFFICIALS, 
Washington, D.C., March 23, 1959. 
Senator Harry FLoop Byrp, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D.C. 

Dear Senator: This will constitute the statement of the National Association 
of County Officials on those aspects of H.R. 4245, the proposed Life Insurance 
Company Income Tax Act of 1959, relating to the tax treatment of the income of 
life insurance companies from State and municipal bond interest. We respect- 
fully request that this statement be received and printed as part of the record 
of the hearings of the Senate Finance Committee on H.R. 4245. 
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The National Association of County Officials, composed of 6,000 elected ang 
appointed county officials, supports and endorses the statement of the American 
Municipal Association, filed by its executive director, Patrick Healy, Jr., in these 
hearings. The position of the American Municipal Association, we feel, is in the 
best interests of a sound local bond market and is in keeping with section 1-9 
of the American county platform, which reads: 

“Any attempt by the Federal Government to tax the interest on county or local 
government bonds would endanger the fiscal affairs of local government, and 
would, if exercised on a selective basis, put the Federal Government in a position 
of passing judgment on local problems by the exercise of its right to tax specific 
issues. The National Association of County Officials vigorously disapproves anq 
opposes any move to tax the interest on any type of county bonds.” 

Sincerely yours, 
BERNARD F’. HILLENBRAND, 
Executive Director. 


STATEMENT BY SENATOR JOHN MARSHALL BUTLER RELATING TO PROVISIONS OF HLR. 
4245 WHIcH PARTIALLY TAx THE INTEREST INCOME FRoM STATE AND MUNICIPAL 
Bonps HELp sy Lire INSURANCE COMPANIES 


Adoption of the Treasury Department’s recommendations calling for the taxa- 
tion of interest derived from State and Municipal bonds held by life insurance 
companies as provided in H.R. 4245, the proposed Life Insurance Tax Act of 1959, 
would directly contribute to the destruction of the States of this Union ag sepa- 
rate political and economic entities as envisaged by the Constitution. I condemn 
the Treasury’s stand in principle. I challenge it in fact and law. 

Despite the testimony of Treasury witnesses and the statements contained in 
the memorandum forwarded me on March 15 by Mr. David Lindsay of the 
Treasury Department, four basic conclusions not subject to serious challenge are 
apparent.” 

(1) H.R. 4245 as approved by the House-pf Representatives partially taxeg in- 
terest from State and municipal bonds owned by life insurance companies. 

(2) The Supreme Court of the United States has specifically held on at least 
two occasions in cases involving identical questions that formulas as contained 
in H.R. 4245 relating to the treatment of interest income from tax-exempt bonds 
were unconstitutional. 

(3) The formula relating to tax-exempt income as contained in H.R. 4245 is 
discriminatory in that other classes of taxpayers owning such securities are not 
similarly taxed. 

(4) Permanent provisions of statute taxing the interest on State and local 
bonds held by life insurance companies would have a serious depressant effect 
upon the State and municipal bond market at a time when many communities of 
our Nation are finding it difficult, if not impossible, to sell such securities to meet 
the cost of much-needed capital improvements. Deterioration of this bond mar- 
ket will inevitably result in greater pressure on Congress from ultraliberal quar- 
ters to approve even larger direct subsidy programs to States and municipalities 
at a cost far beyond the revenue here involved. 

Discussing these points one a a time: 

I, of course, am aware of the Treasury’s arguments that H.R. 4245 does not 
tax interest from tax-exempt bonds. In the memorandum outlining Treasury's 
position, it is stated, and I quote: “H.R. 4245 provides for the exclusion from 
taxable income of interest on wholly tax-exempt bonds.” However, the memo- 
randum then continues: “Like present law and previous formulas, H.R. 424 
provides adjustments in the deduction (for reserves) to prevent a double de 
duction.” 

To the uninitiated, this argument reflects certain logic. However, it would 
not stand up under close scrutiny. The basic difficulty is that the Treasury 
has attempted to apply a logical development to a problem where a dominant 
premise involved, while reasonable in purpose, is arbitrary in effect. The 
premise is that State and municipal bonds will not be taxed. Once this arbi- 
trary type premise becomes involved in your tax base computation, pure logic 
thereafter will not necessarily result in an overall consistent answer. 


21The Treasury memorandum appears at p. 48 of these hearings. 
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As logic cannot be utilized, how can we determine practically and conclusively 
whether H.R. 4245 taxes or does not tax interest from State and municipal 
ponds? There is one simple and reliable method. 

Compare the tax base of a company having tax-exempt interest income with 
the tax base of an identical “phantom” company without such income. The 
Treasury's method of “compromising” the so-called exclusion of tax-exempt 
income by apportioning the reserve deduction on the basis of the ratio between 
the total deduction and the amount of tax-free income has the direct effect of 
partially taxing interest from tax-exempt bonds. What the Treasury gives 
with one hand, in the form of a so-called exclusion, it takes back with the 
other by reducing a generally allowable deduction. As under provision of 
HR. 4245 a taxpayer with an additional increment of income from tax-exempt 
ponds will pay more tax than an identical company with no such tax-exempt 
income, there can be no argument to rebut the conclusion that the former pays 
tax on tax-exempt income. 

Second question : Is this constitutional? To contend the formula contained in 
FR. 4245 is constitutional requires one to ignore the specific holdings of the 
U.S. Supreme Court in at least two cases directly on point. We need not cast 
about for collateral cases nor resort to conjecture as to what the Supreme Court 
might decide in the future on this question. In National Life Insurance Com- 

vy. United States (277 U.S. 508 (1928)) and in Missouri v. Gehner (281 
U.S. 818 (1930)) the Court in the plainest and most emphatic language has 
characterized formulas as contained in H.R. 4245 as unconstitutional. Despite 
more recent decisions on collateral questions, these decisions remain unmodified 
and unchallenged. As such, they are the only appropriate guideposts in con- 
sidering this vital question of constitutionality. 

This leads to the third point I wish to stress. Should the Treasury’s recom- 
mendations be adopted, the result would discriminate against life insurance com- 
panies holding State and municipal bonds as compared to other general classes of 
taxpayers who would not be subject to tax on income from such securities. I 
would be the last to suggest that the Treasury Department might not be able to 
give the Finance Committee some variety of examples gleaned from the vast 
complexity of our tax code which may have come into being without notoriety 
and because of their obscurity obtained the sanction of Congress. However, I do 
challenge the inference noted throughout the Treasury’s memorandum that there 
is general precedent in our tax laws for such a tax formula. 

Thus, we are left with another grave reservation concerning the Treasury’s 
recommendations—that is, this formula would tax income from tax-exempt bonds 
owned by insurance companies and not extend similar treatment to other classes 
of taxpayers. This proposal is thus discriminatory. 

Lastly, there is the question of the impact such legislation would have on the 
State and municipal bond market. I need not go into detail on this question. 
The difficulty the Treasury is now having in marketing Federal bonds should in 
itself be persuasive. Yet, at this time, when the Federal Government is being 
asked to expand grants-in-aid programs and to approve new legislation aimed 
at directly assisting State and municipalities to finance capital improvements at 
acost which may run into billions of dollars, the Treasury seeks to add a further 
burden to the already desperately hard-pressed State and municipal bond market. 
This factor alone is sufficient basis for characterizing the Treasury’s recommenda- 
tions as not only unsound, shortsighted and unrealistic, but actually dangerous 
to our economy. On this point, I suggest you note the many statements the 
Finance Committee has received from municipal groups warning of the grave 
danger this proposal holds in store for them. 

Why, then, does the Treasury fight for adoption of a formula which taxes tax- 
exempt interest, is unconstitutional, discriminatory, and would have a serious and 
adverse effect on the State and municipal bond market? One possible explanation 
is suggested by the Treasury’s memorandum. It is feared that complete exclu- 
sion of this income from the tax base would permit life insurance companies to 
“wash out” all tax liability under the proposed Life Insurance Act. This argu- 
ment is based upon the fact that a large segment of company income, about 75 
percent, is subject to the reserve deduction to meet eventual policy liabilities. 
The Treasury fears that if the complete exclusion is given, all that a company 
need do is place the remaining 25 percent of its investments in State and munici- 
pal bonds so as to attain a tax-free status. This possibility, of course, is generally 
true on an individual basis with regard to most taxpayers. Many corporations 
or individuals with only investment income could avoid Federal taxes by the 
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same means. However, on a life insurance company industry level, this could not 
occur. Why? Simply because there are not enough State and municipal bonds 
available. 

Life insurance companies now own approximately $244 billion worth of tax 
exempts out of approximately $60 billion of such bonds presently outstanding 
To achieve the goal set by the Treasury, these holdings by insurance companies 
would have to be increased to approximately $30 billion to $40 billion. This is not 
within the realm of practical possibility. 

What, then, is the Treasury Department’s real purpose in proposing this for. 
mula? The answer is readily apparent. Stated simply, the Treasury wants to 
“buy” a lawsuit. If Congress can be persuaded to approve this formula, then 
hopefully some insurance company will then be tempted to contest the levy on eon. 
stitutional grounds. _The Treasury has been waiting for this opportunity for 
years. The arguments are prepared. All that is needed is the legal controversy 
which will lead to Supreme Court review of the National Life and Missouri y. 
Gehner cases. 

The Treasury seems convinced that the Supreme Court in such a case would 
not only uphold this partial tax on tax-exempt bonds held by life insurance com. 
panies, but more particularly, would strike down the whole tax-exempt doctrine 
by reversing these previous decisions. I view in the gravest terms the Treasury 
Department’s resort to this circuitous route to achieve what, in effect, amounts 
to a constitutional amendment, especially in a matter so important to our Nation’s 
basic structure. Certainly, in a matter of this kind, the consent of Congress on 
the direct issue involved and ratification by the States would appear essential. 

Perhaps Mr. Justice Sutherland best expressed the issue involved, in Carter y, 
Carter Cole Company (298 U.S. 238, 295), when he said : 

“The Constitution, in all its provisions, looks to an indestructible Union, com- 
posed of indestructible States. Every journey to a forbidden end begins with 
the first step; and the danger of such a step by the Federal Government in 
the direction of taking over the powers of the States is that the end of the journey 
may find the States so despoiled of their powers, or—what may amount to the 
same thing—so relieved of the responsibilities which possession of the powers 
necessarily enjoins, as to reduce them to little more than geographical subdivi- 
sions of the national domain. It is safe to say that if, when the Constitution wag 
under consideration, it had been thought that any such danger lurked behind its 
plain words, it would never have been ratified.” 

Admittedly, many steps have been taken since Justice Sutherland wrote these 
words. Some have been giant steps known and recognized for what they were 
by all concerned. Others have been small and imperceptible and have slipped 
by unrecognized and unchallenged. Yet, be they large or small, they have moved 
the States of our Nation closer to absolute subjugation politically and economi- 
cally by an overcentralized government. I, for one, abhor and condemn any pro- 
posal, such as the one now at issue, which will, if adopted, constitute a further 
step in that direction. 


(See also p. 16.) 





SuGGEsSTeD AMENDMENT OF H.R. 4245 tro Permit SMALL Lire INSURANCE COM- 
PANIES TO BurLp Up THEIR SURPLUS AND CAPITAL FOR THE PROTECTION OF THEIR 
POLICYHOLDERS AND EXPLANATORY STATEMENT SUBMITTED BY UNIVERSAL LIFE 
ACCIDENT INSURANCE Co., BLOOMINGTON, IND. 


The Universal Life & Accident Insurance Co., a small stock life insurance 
company of Bloomington, Ind., submits the suggested amendment to H.R. 4245 
Set out below: 

Amend section 802 of H.R. 4245 by adding at the end of the section a new 
subsection to be identified as subsection (c) to read as follows: 

“(e) Excreption.—No tax is imposed on the gain from operations in excess of 
the taxable investment income of any life insurance company unless the capital 
and surplus funds of such company exceeds the greater of — 

(a) 25 per centum of the life insurance reserves or 
(b) 60 per centum of the sum of the net premiums for such taxable year 
as determined under section 809(c) (1). 
This exception shall not be applicable to any company the capital and surplus 
of which is in excess of $5,000,000.” 
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If this amendment is adopted, it will be necesSary also to amend paragraph 2 
of subsection (c) of section 815 to conform by adding thereto the following: 

#(2) ADDITIONS TO ACCOUNT.—If the gain from operations for any taxable 
year beginning after December 31, 1958, exceeds the taxable investment income, 
there shall be added to the policyholders surplus account an amount equal to 
50 per centum of such excess: Provided, however, That if a company is exempt 
from taxation on the gain from operations in excess of its taxable net investment 
income as provided in section 802(c), then and in that event 100 per centum of 
such excess shall be added to the policyholders surplus account.” 

The effect of this suggested amendment is to exempt these small companies 
from the payment of the tax imposed on the gain from operations unless the 
capital and surplus of the company exceeds 25 percent of its life insurance 
reserves, or 60 percent of the sum of its net premiums, whichever is the greater. 
But in No event would this exemption apply if the capital and surplus were 
in excess of $5 million. Neither would it apply if such earnings are paid out 
in cash dividends to stockholders because such distribution will still be taxable 
under section 815 of the bill. Neither will this amendment serve to exempt 
from taxation the so-called specialty companies because in most instances the 
capital and surplus of such companies will exceed 25 percent of their insurance 
reserves or 60 percent of their premiums for such taxable year and, therefore, the 
proposed suggested amendment would not be applicable to them. 

It has been the history of most orthodox life insurance companies that during 
their initial years of growth the ratio of their capital and surplus to policyholder 
liabilities has steadily decreased to where after this initial growth period it is 
a matter of sound company practice to increase this ratio as rapidly as possible. 
Sufficient capital and surplus funds are in the best interests of policyholders, 
the industry, and the general public. 

During a period of depression it is a historic facts that assets of a life insur- 
ance company decrease in value and there should be sufficient surplus funds to 
protect the policyholders against such shrinkage; in recent years the need of 
such surplus has been even more accentuated with the advent of possible atomic 
warfare and the resulting excessive mortality. It is, therefore, not only fitting 
but in the public interest that small companies be permitted to defer a tax on 
any operating gains to assist them in creating this surplus protection to policy- 
holders. It is felt that the proposed amendment accomplishes this objective. 

There are a large number of small companies in the country that need the 
protection of this amendment. These companies, though large in number, repre- 
sent only a small portion of the business and assets of the industry as a whole. 
The adoption of this amendment, therefore, would not materially reduce the 
amount of revenue to be derived from the bill, if enacted. 

Respectfully submitted. 

UNIVERSAL Lire & ACCIDENT INSURANCE Co., 
BLOOMINGTON, IND. 
By H. C. Evans, President. 


STATE SeEcurRITY LIFE INSURANCE Co., 


Anderson, Ind., March 18, 1959. 
Hon. HoMER CAPEN ART, 


U.S. Senate, Washington, D.C. 


Deak SENATOR CAPEHART: We greatly appreciate the interest and encourage 
ment given our company by your able legislative assistant, Mr. Stephen Leonard. 

Mr. Leonard asked that we keep in touch with your oflice relative to legis- 
lation pertaining to the taxation of life insurance company income, and we 
would like for you to consider the merits of the following suggested amendment 
to H.R. 4245: 

Amend section 802 of H.R. 4245 by adding at the end of the section a new 
subsection to be identified as subsection (c) to read as follows: 

“(c) Excertion.—No tax is imposed on the gain from operations in excess 
of the taxable investment income of any life insurance company unless the capital 
and surplus funds of such company exceeds the greater of — 

(a) 25 per centum of the life insurance reserves, or 
(b) 60 per centum of the sum of the net premiums for such taxable year 
as determined under section 809(c) (1). 

This exception shall not be applicable to any company the capital and surplus 

of which is in excess of $5,000,000.” 
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If this amendment is adopted, it will be necessary also to amend p 
of subsection (c) of section 815 to conform by adding thereto the fo 

“(2) ADDITIONS To accouNT.—If the gain from operations for any tax 
year beginning after December 31, 1958 exceeds the taxable investment ing 
there shall be added to the policyholders surplus account an amount e 
50 per centum of such excess: Provided, however, That if a company ied 5 
from taxation on the gain from operations in excess of its taxable net { 
ment income as provided in section 802(c), then and in that event 100 He 
centum of such excess shall be added to the policyholders surplus accoy Oe, 

The effect of this suggested amendment is to exempt these small companies 
from the payment of the tax imposed on the gain from operations unless ¢j 
eapital and surplus of the company exceeds 25 percent of its life ins ne 
serves, or 60 percent of the sum of its net premiums, whichever is the g 
But in no event would this exemption apply if the capital and surplus 
in excess of $5 million. Neither would it apply if such earnings are 
in cash dividends to stockholders because such distribution will still be & 
under section 815 of the bill. , 

Neither will this amendment serve to exempt from taxation the soe 
specialty companies because in most instances the capital and surplus of 
companies will exceed 25 percent of their insurance reserves or 60 percent @ 
their premiums for such taxable year and, therefore, the proposed sugge 
amendment would not be applicable to them. 4 

It has been the history of most orthodox life insurance companies that duri 
their initial years of growth the ratio of their capital and surplus to pol 
holder liabilities has steadily decreased to where after this initial 
period it is a matter of sound company practice to increase this ratio as 
as possible. Sufficient capital and surplus funds are in the best interests 
policyholders, the industry, and the general public. 

During a period of depression it is a histroic fact that assets of a life ii 
surance company decrease in value and there should be sufficient surplus fu 
to protect the policyholders against such shrinkage; in recent years the 
of such surplus has been even more accentuated with the advent of pe 
atomic warfare and the resulting excessive mortality. It is, therefore, not ¢ 
fitting but in the public interest that small companies be permitted to def 
tax on any operating gains to assist them in creating this surplus protectis 
to policyholders. It is felt that the proposed amendment accomplishes § 
objective. ’ 

There are a large number of small companies in the country that need f 
protection of this amendment. These companies, though large in numbé 
represent only a small portion of the business and assets of the industry 
a whole. The adoption of this amendment, therefore, would not materially 
duce the amount of revenue to be derived from the bill if enacted. 

This is the matter concerning which I telegraphed to you this morning 
I understand that such a proposed amendment is now before the Senate Fin 
Committee for study. Will you kindly keep us informed as to the status 
this matter. 4 

With kindest personal regards, I am 

Yours very truly, 


rT 


Georce W. E. SmMIra, f 
Secretary-Treasurer, 


(Whereupon, at 1:30 p.m. the committee recessed subject to call 
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